Permissible Activities by Board Order

(Section 4(c)(8) of the BHC Act) Section 3600.

As a general rule, a bank holding company mustompany must provide the appropriate priol
provide 60 days’ prior written notice to its written notice of its proposal to its Reserve
Reserve Bank to engage in any nonbankinank! The Board must review the notice with-
activity, or to acquire or retain the shares of aut disapproving it each time the bank holding
company engaged in an activity based on secompany wishes to engage in a proposed actiy
tion 4(c)(8) or 4(a)(2). When a bank holdingity. The inspection objective and procedures se
company gives notice to a Reserve Bank foforth below can be implemented for each of the
approval to engage in, or retain or acquire sharexctivities summarized in subsequent sections.

in a company engaged in, a nonbank activity,
the BHC must be of the opinion that the activity

is closely related to banking and, assuming thi8600.0.1 INSPECTION OBJECTIVE

test is met, that the activitiy is a proper incident
thereto. In addition, a BHC that also is an FHCL.
must provide 60 days’ prior written notice to its
Reserve Bank to engage in an activity that is
complementary to a financial activity under sec-
tion 4(k)(1)(B). In considering such a notice, the
Board must determine whether performance of
the activity can reasonably be expected to pro-

To determine what financial effect nonbank:
ing activities have on the parent and the banl
subsidiaries, and if there is any degree o
exposure in the activities because of a lack o
appropriate audit systems and controls.

duce benefits to the public, such as greater coi3600.0.2 INSPECTION PROCEDURES

venience, increased competition, or gains in effi-
ciency, that outweigh possible adverse effectd.
such as undue concentration of resources,
decreased or unfair competition, conflicts of

interest, or unsound banking practices.

As an exception to the general rule, no prior
notice is required for a bank holding company?2.
that is qualified under section 4(j)(4) of the
BHC Act to engage de novo, directly or through
a subsidiary, in an activity that the Board permit-

Review the company’s financial statement
for accuracy and determine if any factors or
trends could have an adverse impact on th
parent holding company or the bank
subsidiaries.

Review the adequacy of the company’s poli:
cies, procedures, practices, internal controls
and audit coverage regarding nonbankin
activities, and whether they are adhered to.

ted under section 225.28 of Regulation Y before

November 12, 1999. After passage of the Gramm-

Leach-Bliley Act of 1999, this list of activities

cannot be expanded. For all bank holding com-

panies that are not qualified under section 4(j)(4)y———

for all other nonbanking activities based on sec- 1. A bank holding company that is qualified under section
tion 4(c)(8) or section 4(a)(2), and for all activi- #0(4) of the BHC Act may provide 12 calendar days’ prior
ties that | t E fi ial acti written notice before engaging by acquisition in an activity
ues that are compliementary 10 a financial aCliVpermitted under section 225.28 or engaging in an activity
ity under section 4(k)(1)(B), the bank holdingbased on section 4(c)(8) and approved by the Board by orde
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Permissible Activities by Board Order
(Operating a “Pool Reserve Plan”) Section 3600.

Two bank holding companies (Company A) andies would be “so closely related to banking or
(Company B) had requested the Board to detemanaging or controlling banks as to be a prope
mine whether their planned nonbank subsidiarincident thereto” in accordance with Section
activities were of the kind described in Sectiond(c)(8) of the BHC Act, as amended by the
4(c)(8) of the BHC Act. The applications hadBHC Act Amendments of 1970. The approval
been filed prior to the passage of the Bank1971 FRB 1037) included the following condi-
Holding Company Act Amendments of 1970.tions that:
The applicants proposed to expand their activi- 1. The subsidiary was to amend its charter s
ties under a “pool reserve plan” to include that the charter would authorize it to perform its
correspondent banks. Such activities were limfunctions, and make its services available tc
ited to subsidiary banks. banks, but not to lenders other than banks, an
The “pool reserve plan” was described as @o amend its proposed contracts with correspor
method of pooling of loss reserves with respeatient banks;
to term loans to small businesses and the estab-2. Any correspondent banks could terminate
lishment of uniform credit standards in thattheir contract with the subsidiary respecting
regard. The “pool reserve plan” permitted banksfuture transactions upon 90-day prior written
to adopt a uniform and liberal credit policy in notice, and that;
extending credit and the usual method of 3. The subsidiary be subject to the same lim
exchanging participations between the banks. itations with the respect to the ownership of any
The General Counsel of the Board of Govercollateral acquired in the course of the conduc
nors determined, on October 14, 1971, pursuaif its proposed activities as were its parents
to delegated authority, that the proposed activiCompany A and Company B).

BHC Supervision Manual December 1992
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Permissible Activities by Board Order (Engaging in
Banking Activities via Foreign Branches) Section 3600

3600.5.1 NEW YORK INVESTMENT and not accept demand deposits; (2) complyin
COMPANY with all Board or legislatively imposed reserve
and interest-rate requirements; (3) divesting o
On May 10, 1977, the Board approved an applieffices in another state within two years; (4) con
cation of a foreign-owned domestic bank tdfining activities of its foreign branch to those
form a holding company, and, at the same timggermitted in the Board’s order; and (5) not
for that holding company to acquire substanengaging in the activities of underwriting, sell-
tially all of the voting shares of an investmenting, or distributing securities; buying or selling
company organized and operating under articleoin and bullion; or acting as a financial agen
XII of the New York State Banking Law (a New of the U.S. government or as a depositary o
York investment company). public moneys of the United States, or in any
The investment company at that time wasiew activity which New York investment com-
engaged in providing lending and internationapanies by subsequent enactment may be perm
banking services, including letters of creditted to engage in, without the prior approval of
acceptances, and other financing facilities ithe Board. (See 1977 FRB 595.)
connection with exports and imports, interna-
tional transfers of funds, and foreign-exchange

services;investments and foreign-exchangetrangg00.5.2 ENGAGING IN BANKING
actions for its own account; leasing improvedaCTIVITIES THROUGH FOREIGN

real estate and data processing equipment; aggRANCHES OF A NONBANK
maintenance of credit balances incidental to ocOMPANY

related to the foregoing activities. Although the
holding company believed that certain of thea bank holding company applied for the Board’s
activities of the New York investment companyapproval to retain direct or indirect ownership
had already been determined by the Board to hgf g subsidiary, “CBC,” a Delaware-chartered
permissible for bank holding companies, itcorporation, after it established branches ir
requested approval of its application on the basi§assau and Luxembourg, to engage in certai
that all the activities that a New York invest- commercial banking activities. The activities
ment company is permitted to engage n undehcluded accepting funds in U.S. dollars or for-
New York law are C|Ose|y related to banklng. Aeign currency in wholesale money markets ir
New York investment company had not previ-amounts over $100,000, making commercia
ously been determined by the Board to be amans in amounts over $100,000, placing fund:
activity permissible for bank holding companieswith and making loans and advances to subsid
The Board noted that the structural and comary and affiliated organizations, engaging in
petitive circumstances under which a New Yorkioreign-exchange transactions, and other activ
investment company operates are unique to NeWes constituting commercial banking outside the
York and have served in the past as a means fQnited States. CBC held the shares of a numbe
foreign-bank entry into New York in cases wherepf nonbanking subsidiaries of the BHC pursuan
entry through a direct branch or agency wago section 4(c)(1)(C) of the BHC Act, which
either unavailable or undesirat_)le for the PUrpermits a subsidiary of a bank holding compan
poses sought. Most of the lending and bankings perform services for its parent company.
services offered by.these companies are also The purpose of the proposal was to provide
offered by commercial banks generally and, inthe BHC with increased flexibility in funding its
this connection, compete with foreign bankingdomestic operations by allowing CBC to gain
organizations and domestic commercial bankgccess to the offshore wholesale money marke
and their Edge corporation subsidiaries. HowThe proposed foreign branches of CBC, by
ever, under article XlI of the New York State optaining banking licenses, would give direct
Banking Law, a New York investment companyaccess to Eurocurrency interbank markets, an
is permitted to engage in various other activitieshe activities of the proposed branches wer
which the Board does not consider to be C|Ose|ﬁxpected to be viewed as an integra| part of .
related to banking. large U.S.—headquartered entity, making th
Based on the foregoing, the Board's approvabranches competitive in the offshore interbani
in this case was limited to and contingent upomnarkets.
the New York investment company’s (1) con-
tinuing to engage principally in transactionsBHC Supervision Manual December 1998
involving international or foreign commerce, Page 1




Permissible Activities by Board Order (Engaging in Banking Activities via Foreign Branches) 3600.5

The Board decided that the lending and bankeonnection, the BHC committed to accepting no
ing services that the proposed branches wouldlacement of or deposits frohor extending no
offerwere generally offered by commercial bankscredit to (other than a subsidiary or affiliated
and thus are permissible activities of foreigmrganization) a United States resideihe BHC
branches of domestic banks and foreign subsidecommitted that the liabilities to CBC of any
aries of bank holding companies. The proposeperson, other than an affiliate, would not exceed
activities of CBC’s branches were substantiallylO percent of the capital and surplus of CBC.
similar to activities that the Board had previ-The Board felt that these prudential conditions
ously approved under section 4(c)(8) of thewere adequate to meet any supervisory concerns
BHC Act for the foreign branches of the Newto which the proposal might give rise and thus
York investment company, incorporated undeapproved the application, subject to the obtain-
article XII of the New York Banking Law (see ing of the necessary licensing requirements of
1977 FRB 595 and 1979 FRB 667). CBC didthe countries involved.
not propose to engage in any activity that would
not be permitted for a separately incorporated
foreign subsidiary of a bank holding company. ) . .

The Board, therefore, ruled that the PropOSegiice. subsidiary. afiiate, or other foreign establishment

activities of CBC were closely related to bank-(“foreign affiliate”) controlled by one or more domestic cor-
ing (1982 FRB 251). porations is not regarded as a placement or deposit received
. . from a U.S. resident if such funds are used in its foreign
CBC p_roposed 1_:0 engage In no bankmg)ranches or that of other foreign affiliates of the controlling
activities in the United States, stating that itSlomestic corporation(s).
only U.S. activities would consist of its indirect 2. Credit extended to a foreign affiliate, controlled by one

; Wit idiar r more domestic corporations, is not regarded as credit
nonbankmg activities throth subsidiaries. Th%xtended to a U.S. resident if the proceeds will be used in its

subsidiaries would be funded through fundgreign business or that of other foreign affiliates of the
raised by the proposed foreign branches. In thisntrolling domestic corporation(s).

BHC Supervision Manual December 1998
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Permissible Activities by Board Order
(Operating a Securities Exchange) Section 360(

A domestic bank holding company (the BHC)at the end of each business day with the Londo
and a foreign banking organization (the FBO)Clearing House in the name of the appropriat
subject to the BHC Act, applied for the Board’'sclearing member. London Clearing House thel
permission to engage in operating a securitielsecomes the counterparty to each side of th
exchange under the authority of section 4(c)(8rade until the trade is settled. The trade is
of the BHC Act and section 225.24 of Regula-settled through a designated system operated |
tion Y. The BHC proposed to control approxi-a corporation established by the Bank of Englan
mately 17 percent of the voting shares of groupo settle uncertificated U.K. equities.
(the group), and the FBO planned to control The exchange is a recognized investmer
approximately another 11 percent of the votinggexchange under section 37(3) of the U.K. Finan
shares of the group. The group owned aboutial Services Act of 1986, and is regulated anc
54.1 percent of a financial network subsidiarysupervised by the U.K. Financial Services Author
(FNS), which operated an electronic securitiegty (FSA), under the securities laws of the United
exchange (the exchange) for the secondary trallingdom. While FNS makes its services avail-
ing of equity and equity-related securities listecable to customers in the United States, the SE
on the London Stock Exchange (LSE). Thehas granted it a limited volume exception from
BHC and FBO indicated that the group plannedhe registration requirements of the Securitie:
to establish an office in the United States. IrfExchange Act of 1934. The SEC exemptive
anticipation of the establishment of this office,order permits FNS to operate in the United
the BHC and FBO requested the Board’s approvatates without registering as a securities exchan
to acquire their interests in the group. A BHCprovided (1) the exchange’s average daily vol
must obtain the Board's approval if a foreignume of trades involving U.S. members does na
company held by the BHC seeks to engage iexceed $40 million, and (2) the exchange’s
business in the United States. worldwide average daily volume does not excee
The exchange is a screen-based electronkd percent of the average daily trading volume
market that provides securities trade matchingyn the LSE. The SEC exemptive order require!
trade execution, and related services to U.S. artle exchange to comply with other conditions
foreign market makers, broker-dealers, anthat are designed to ensure orderly and fai
institutional investors that become members ofmarkets and to protect U.S. investors.
the exchange. Members may access the exchangeThe Board had not previously determined by
and enter bid and ask quotations using eleaegulation or order that the operation of a securi
tronic terminals that are linked to designatedies exchange is closely related to banking withir
financial networks (for example, a Bloombergthe meaning of section 4(c)(8) of the BHC Act.
terminal) or through a personal computer linkedr'he principal function of a securities exchange
directly to the exchange. The exchange can his to provide a centralized facility for the execu-
accessed from terminals located anywhere in th@n, clearance, and settlement of securities tran:
world. Trading, however, may occur only dur-actions. The Board indicated in its order tha
ing the operating hours of the LSE. Ordersdanks and BHCs are authorized to provide sect
entered in the exchange’s system appear aities brokerage services to their customers an
separate electronic order books for each secas part of those services, to execute and cle:
rity, which display the best bid and ask quotesuch transactions on a securities exchange. Tl
forthe securityindescending order. The exchang®oard also noted that BHC subsidiaries autho
automatically and continuously matches equaized to act as dealers in securities (section 2
bid and ask offers for each listed security on @&ubsidiaries) may provide securities execution
first-come, first-served basis. clearance, and settlement services in connectic
FNS does not take a principal position inwith their dealer operations. In addition, the
securities, clear or settle the securities transa®&oard noted that broker or dealer subsidiaries c
tions executed on the exchange, or assume abgnks and BHCs often become members c
principal risk for securities trades executed orsecurities exchanges and thus acquire a sme
the exchange. FNS and its shareholders are natvnership (less than 5 percent) in a mutually
obligated to guarantee any member’'s tradeswned exchange (for example, the New York
Each member of the exchange must be a men$tock Exchange). Through the development o
ber of the London Clearing House, or musthese relationships, banks and BHCs have gaine
appoint a member of the London Clearing House
to clear the member's trades on the exchangeHc Supervision Manual June 2000
Trades matched by the exchange are registered Page 1




Operating a Securities Exchange

3600.6

considerable experience with and knowledge of
the rules and operations of securities exchanges.

Banks and BHCs also provide services that
are functionally and operationally similar to
those of the exchange. Banks and BHC subsidi-
aries acting as securities brokers may execute
cross-trades for their customers and thereby
match equal bid and offer orders received from
them. In addition, section 20 subsidiaries may, if
authorized, act as a specialist or market maker
on a securities exchange such as the NY SE or
NASDAQ. A specidist generally maintains a
book of current buy and sell orders received

BHC Supervision Manual June 2000
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from other brokers and matches equal bid and
offer quotes for execution. Market makers on
NASDAQ also publish bid and ask prices at
which they stand ready to execute transactions
in the relevant security.

For the above reasons, and based on all the
facts on record, the Board concluded that operat-
ing a securities exchange is an activity that is
closely related to banking for the purposes of
section 4(c)(8) of the BHC Act. The application
was approved on November 8, 1999. See 2000
FRB 61 for the order and more specific informa-
tion regarding the Board's approval.



Permissible Activities by Board Order (Acting as a

Certification Authority for Digital Signatures)

Section 3600.7

A foreign banking organization (FBO)* subject
to the BHC Act and several bank holding com-
panies (BHCs), deemed to be BHCs (all referred
to as the notificants) within the meaning of the
BHC Act, requested the Board' s approval under
section 4(c)(8) of the BHC Act and section
225.24 of the Board’s Regulation Y (12 C.FR.
225.24) to retain 12.5 percent of the voting
interests in Indent Company (Indent), and to
engage through Indent and other nonbank sub-
sidiaries in acting as a certification authority
(CA) in the United States in connection with
financial and nonfinancial transactions and other
related activities. Indent represents a joint ven-
ture among the notificants and other commercia
banks and foreign banking organizations. As
proposed, Indent would act as the global rule-
making and coordinating body for a network of
financia institutions that would act as CAs and
thereby provide services designed to verify or
authenticate the identity of customers conduct-
ing financial and nonfinancial transactions over
the Internet and other *‘open” electronic net-
works. To provide these services, Indent and its
network of participating financial institutions
(the identity system) would use digital certifi-
cates and digital signatures created through the
use of public-key cryptography.

In a CA system using public-key cryptogra-
phy, a company generates (or is assigned) a
public-key/private-key pair and registers with a
CA as the unique “owner” of the key pair.2
Private keys and public keys are a set of differ-
ent but related mathematical functions that can
be used to encrypt and decrypt electronic com-
munications. A message encrypted by a particu-
lar private key can be decrypted only by its
corresponding public key. Although a private
key and its corresponding public key are related,
aprivate key cannot feasibly be derived fromits
corresponding public key. Thus, while a private
key must be kept confidential by the company
that is the registered owner of the key pair, the
company’s public key can be made publicly
available without jeopardizing the confidential-
ity of the company’s private key.

A company sending a business communica-

1. Foreign banks may engage in permissible nonbanking
activities in the United States directly through a U.S. branch
or agency. A foreign bank, however, must receive the Board's
approval under section 4(c)(8) of the BHC Act to engage in
the United States in activities that are deemed to be closely
related to banking.

2. A number of nonbanking companies currently operate
CA systems that rely on public-key cryptography to provide
identity-authentication services to senders and receivers of
€lectronic communications.

tion (for example, a purchase order) to another
entity over an open electronic network like the
Internet uses its confidential private key to digi-
taly sign the message being sent. A digital
signature is a compressed and encrypted version
of the message to which it is attached. The
entity receiving the digitaly signed message
then uses the sender’s public key to decrypt the
digital signature.3 If the receiver successfully
decodes the signature with the sender’s public
key, the receiver can be assured that the mes-
sage was created using the sender’ s private key.4

To be assured that the message was actually
sent by the purported sender, however, thereceiver
must confirm that the private-key/public-key
pair used to sign and decode the message is
uniquely “owned” by the purported sender. A
CA provides this assurance by issuing ““digita
certificates” certifying that the relevant private-
key/public-key pair is uniquely associated with
themessage sender and by verifying upon request
the validity of such digital certificates.

The notificants and other financial institutions
participating in the identity system (partici-
pants)® would create unique private-key/public-
key pairs for, and issue digital certificates on
behalf of, eligible customers that contract with
one of the participantsto receive Indent identity-
authentication services.® Each participant would

3. The sender’s public key may be attached to the digitally
signed communication, or the receiver of the message may
obtain the sender's public key from a publicly available
database.

4. The receiver aso can confirm that the message was not
altered after it was signed by comparing the message received
with the decrypted version of the message text embedded in
the digital signature.

5. Participation in the identity system is available only to
organizations that are engaged primarily in the business of
providing financial services; are subject to regulation and
examination by a government authority in their home country;
and that meet certain eligibility criteria, such as minimum
capital requirements and debt-rating criteria. A participant
also must agree to be bound by the identity system operating
rules and to execute certain participation agreements. Finan-
cid ingtitutions would not be required to purchase an owner-
ship interest in Indent to become a participant.

6. The participants may provide identity system—related
services only to customers that have agreed to be bound by
applicable provisions of Indent’'s operating rules and have
signed the appropriate customer agreements. Indent’s operat-
ing rules allow the participants to provide identity system—
related services only to business entities, such as corporations
and governmental organizations, and not to natural persons.
Indent’ s operating rules and customer agreements would make
each customer contractually responsible for ensuring that its
private key is kept confidential.

BHC Supervision Manual June 2000
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Acting as a Certification Authority for Digital Signatures

3600.7

act as arepository for the digital certificates that
it has issued, that is, it would maintain a data-
base containing information on the status of the
outstanding, expired, or revoked digital certifi-
catesthat it hasissued to customers. The partici-
pants also would verify for third parties the
validity of digital certificates issued to their
customers and, upon request of the third party,
may provide an explicit warranty asto the valid-
ity of the customers digital certificates.” The
participants also may process and transmit veri-
fication and warranty requests received from
customers concerning digital certificates issued
by other participants in the identity system. In
addition, the participants may provide custom-
ers with a limited range of software and hard-
ware that is required for customers to use the
identity system.®

Indent would provide theinfrastructure frame-
work within which the participants would act as
CAs and provide related services. The primary
function of Indent would be to act as the *‘root
certification authority” of the identity system,
that is, issuing digital certificates to the partici-
pants that establish their status as CAs in the
identity system and authenticating for customers
of, and the other participants in, the identity
system the identity of the participants.® Indent
also would (1) establish and maintain the operat-
ing rules governing the identity system, includ-
ing the minimum technical requirements for
digital certificates and other components of the
system; (2) monitor compliance by the partici-
pants with the identity system’s operating rules
and technical standards; and (3) monitor collat-
eral requirements and aggregate warranty expo-

7. The operating rules of the identity system would provide
that a company relying on a digital certificate issued by the
participant would have recourse against the participant only if
the company purchased an explicit warranty from the partici-
pant, and then only up to the amount of the purchased war-
ranty. The participant that issues a digital certificate could
refuse to issue awarranty for adigital certificate for any bona
fide reason. The identity system would limit the aggregate
amount of warranties that the participant may have outstand-
ing at any one time, and would require each participant to post
collateral with Indent to cover its warranty exposure.

8. For example, the participants may provide smart cards
containing digital certificates and smart-card readers to their
customers.

9. Digital certificates issued by the participant to a cus-
tomer are digitally signed by the participant with its own
private key and are accompanied by a digital certificate issued
by Indent. The digital certificates Indent issues would certify
that the participant is an authorized participant in the identity
system and that the private key the participant usesto digitally
sign its certificates is uniquely associated with it, thereby
authenticating the identity of the participant.

BHC Supervision Manual
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sure for the participants in the identity system.10

Section 4(c)(8) of the BHC Act provides that
a bank holding company may, with the Board's
approval, engage in any activity that the Board
determines to be closely related to banking. The
Board previously has authorized BHCs under
section 4(c)(8) of the BHC Act to act as CAs
and provide identity-authentication services in
connection with payment-related and other
financia transactions conducted over electronic
networks.!! The Board has not previously autho-
rized BHCs under section 4(c)(8) to act as CAs
or provide identity-authentication services in
connection with nonfinancial transactions.

Banks and BHCs have long provided identity-
authentication servicesin connection with nonfi-
nancial transactions conducted by third parties
and for their own traditional banking and lend-
ing activities. For example, banks and BHCs are
authorized to provide notary services to custom-
ers.’2 The role of a notary is to authenticate
signatures on financial or nonfinancial docu-
ments for the benefit of third parties.’® To verify
a signature on a paper-based document, a notary
must verify the identity of the person signing
the document. The Board noted that the role a
CA serves with respect to electronic documents
isfunctionally similar to the role a notary serves
with respect to paper-based documents.14

Banks have traditionaly identified their cus-
tomers to third parties through the issuance of
letters of introduction or letters of reference.1s
In addition, banks and BHCs routinely authenti-
cate the identity of customers and noncustomers
in connection with their authorized check-
cashing functions.16

10. The activities of the notificants and Indent would be
limited to providing the identity-authentication and related
services described above. The notificants and Indent would
not provide a general encryption or electronic message ser-
vice, or any warranty of the underlying financial or nonfinan-
cial transactions between customers whose identities are
authenticated through the use of the identity system.

11. See Regulation Y, section 225.28(b)(14); 1997 FRB
602, 606; and 1982 FRB 505, 510.

12. See 1998 FRB 481.

13. 58 Am. Jur. 2d Notaries Public § 31 (2d ed. 1989).

14. The American Bar Association, for example, has noted
that the issuance of digital certificates by CAsis *‘analogous
to traditional certification processes undertaken by notaries
with respect to documents executed with pen and ink.” * Digi-
tal Signature Guidelines,” published by the Information Secu-
rity Committee of the Electronic Commerce and Information
Technology Division, Section of Science and Technology,
American Bar Association. (Aug. 1, 1996), p. 54.

15. Banks have drafted letters of introduction or letters of
reference on behalf of their customers for the purpose of
introducing the customer to other banks or third parties with
which the customer seeks to do business.

16. Under the Uniform Commercial Code (UCC), a bank
that accepts a check for deposit warrants to the drawee bank
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Banks and BHCs also have long been autho-
rized to issue signature guarantees to issuers of
securities and their transfer agentsin connection
with the transfer of securities.l” A bank issuing
a signature guarantee warrants that the custom-
er's signature endorsing a certificated security
or authorizing the transfer of an uncertificated
security is authentic. The issuing bank also war-
rants that the signer was an appropriate person
to endorse the security or authorization (or, if
the signature is by an agent, that the agent had
actual authority to act on behalf of the appropri-
ate person) and that the signer had legal capac-
ity to sign. In light of these warranties, a bank
providing a signature guarantee must verify the
identity of the customer providing the endorse-
ment or signing the instruction.18

Identity-authentication services are an inte-
gral part of many traditional banking functions.
Banks and BHCs have developed sophisticated
methods for authenticating the identity of cus-
tomers and noncustomers that transact business
or communicate with the bank or BHC through
electronic means or otherwise. Many of these
activitiesare operationally and functionally simi-
lar to the proposed activities, and make banks
and BHCs particularly well equipped to provide
the proposed services. For example, banks and
BHCs maintain systems to electronically
authenticate the identity of persons engaged in
credit and debit card, automated teller machine
(ATM), home banking, and wire transfer trans-
actions with the ingtitution.1® Banks and BHCs
also electronically authenticate the identity of
persons in connection with the check and credit
card verification services they are authorized to
provide to merchants and other businesses.20

The Board noted that state banks and national
banks have recently been authorized to act as
CAs and to provide identity-authentication ser-
vicesin connection with financial and nonfinan-
cia transactions conducted over electronic net-
works. Based on the foregoing, the Board
concludes that acting as a CA and, more gener-

that all endorsements on the check are genuine, and the bank
is liable to the drawee bank for the amount of the check plus
expenses and lost interest if an endorsement on the check was
forged.

17. Broker-dealer subsidiaries of BHCs also have provided
signature guarantees.

18. A bank issuing a signature guarantee is liable to the
issuer of the security or its transfer agent for any loss that
results from a breach of any of these warranties by the bank.

19. Article 4A of the UCC encourages banks to develop
and maintain commercialy reasonable security procedures,
such as algorithms or other encryption devices, for authenti-
cating the identity of customers that transmit wire transfer
instructions to the bank.

20. See Regulation Y, section 225.28(b)(2)(iii) and 1985
FRB 648.

dly, authenticating the identity of customers
conducting financial and nonfinancia transac-
tions are activities that are closely related to
banking within the meaning of section 4(c)(8)
of the BHC Act.

Indent and the notificants also propose to
engage in anumber of activitiesas part of and in
connection with their proposed CA activities.
These activitiesinclude (1) processing, transmit-
ting, and storing data necessary for the opera-
tion of the identity system, such as digital cer-
tificates, requests for verification of digital
certificates, and warranty requests; (2) develop-
ing and marketing software and hardware neces-
sary for operating the identity system; and
(3) complying with, monitoring, and enforcing
the collateral-posting requirements associated
with identity warranties. In addition, Indent
would establish operating policies, procedures,
and guidelines for the identity system.

The Board's Regulation Y permits BHCs to
provide data processing and data transmission
services and facilities (including software and
hardware) for the processing and transmission
of financial, banking, or economic data, and to
engage in activities related to making, acquir-
ing, brokering, or servicing extensions of credit,
such as posting collateral and monitoring collat-
eral requirements.2t Regulation Y also permits
BHCs to engage in incidental activities that are
necessary to the conduct of an activity that is
closely related to banking. Indent and the notifi-
cants have represented that they would engage
in the additional activities only in connection
with their CA activities and would not engage in
such activities separate or apart from their CA
activities. The notificants also have committed
that the data processing and data transmission
activities of the notificants and Indent, including
any proposed development or sale of hardware
and software, will comply with the Board's
regulations and interpretations. In light of the
nature of these additional activities and the fact
that they would be conducted only in connec-
tion with the CA activities of Indent and the
notificants, and all the other facts of record, the
Board concludes that these activities are encom-
passed within the activities previously approved
by the Board by regulation or are incidental to

21. See Regulation Y, section 225.28(b)(2) and (14). A
BHC may develop and sell hardware and software that is
designed and marketed for processing and transmitting finan-
cial, banking, or economic data. It may also develop and sell
general purpose hardware so long as it does not constitute
more than 30 percent of the cost of any packaged offering.

BHC Supervision Manual June 2000
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Acting as a Certification Authority for Digital Signatures

3600.7

the permissible CA activities of Indent and the
notificants and, therefore, are permissible under
Regulation Y.22

Based on the facts stated in the Board' s order,
theBoard determined that the certification author-
ity and other activities discussed were closely

22. The notificants may engage in data processing and data
transmission activities, including the development and sale of
hardware and software, pursuant to this order only to the
extent such activities are necessary to permit the proper
operation of the identity system. The notificants and Indent
also must conduct their data processing and data transmission
activities subject to the software and hardware limitations in
Regulation Y.

BHC Supervision Manual June 2000
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related to banking under section 4(c)(8) of the
BHC Act. The Board issued its approval order
on November 10, 1999. See 2000 FRB 56. See
the Board's order for more specific information
and for the more detailed information and refer-
ences in the order’ s footnotes.



Permissible Activities by Board Order
(Private Limited Investment Partnerships) Section 360

A bank holding company (the applicant) appliedn any amount. The applicant would continue
under section 4(c)(8) of the Bank Holding Com-the company’s practice of allowing existing
pany Act and the Board’s Regulation Y toinvestors in a partnership to add to their invest
engage de novo through a wholly owned subsidnent in the partnership in any amount. The
iary (the company) in privately placing limited application was approved on June 28, 199
partnership interests in a group of partnership§l994 FRB 736).
having a limited number of investors. The com- Subsequently, another bank holding compan
pany was to serve as the investment advisefthe BHC applicant) applied for the Board’s
administrator, and sole general partner of approval under section 4(c)(8) of the BHC Act
series of seven partnerships (the partnershipahd section 225.23 of Regulation Y to engags
that would be sold to a number of institutionalde novo, through a wholly owned asset-
investors. The company would maintain an equitynanagement subsidiary (AMS), in establishing
interest of approximately 1.25 percent of theand serving as the general partner of limitec
total capitalization in each partnership. partnerships (the limited partnerships) that woulc
The partnerships were to be engaged solely imvest in a wide variety of commodities and
investing in limited amounts of debt and equityexchange-traded and over-the-counter instrt
securities, including interests in real estate investents including those specified in the Boarc
ment equity trusts (REITS).The partnerships, order. AMS would be the general partner of
together with the applicant and its other subsidieach partnership and would hold a nomina
aries, were not to hold more than 5 percent oéquity interest in each one. In this case, AMS
any class of voting securities of any issuerwould not provide investment advice directly to
and not more than 25 percent of the total equityhe limited partnerships, but would employ
of any issuet The equity investments were unaffiliated investment advisers to manage th
to be held in accordance with section 4(c)(6)nvestments of the limited partnerships, pursu
of the BHC Act and section 225.22(d)(5) ofant to parameters set by AMS. Interests in th
Regulation Y. limited partnerships would be privately placed
The company also proposed to privately placavith institutional customers by the BHC appli-
limited partnership interests with new sophisti-cant’s subsidiary banks.
cated institutional investors and possibly form One or more of the limited partnerships could
similar additional partnerships in the future. Thanvest a substantial portion of their assets ir
company was not to privately place debt securicommodity pools, which would require the appli-
ties issued by the partnerships without priocant to register as a commodity pool operato
approval from the Federal Reserve System. THEEPO). The interests purchased by the limite
applicant committed that the private placemenpartnerships would consist of less than 5 percer
of limited partnership interests would conformof the outstanding voting securities of any com:-
to the limitations and conditions for private modity pool and less than 10 percent of the tota
placements in previous Board orders approvingquity of any commodity pool. The applicant
private-placement activities (for example, 199(proposed that the limited partnerships purchas
FRB 26 and 1989 FRB 829)Each investor was such assets with debt. It further stated that i
required to have an initial minimum investmentwould not permit any limited partnership that
of $100,000. Investors with $250,000 or mordanvested in distressed debt instruments to us
under management by the company, howeveborrowed funds to purchase or carry distresse
would be permitted to invest in any partnershiplebt instruments or to use the distressed de
_— instruments as collateral in acquiring other asset
1. The partnerships were not to invest in futures contractThe applicant also indicated that the leverag
or options on futures contracts on any financial or nonflnqnémp|oyed by the limited partnerships would
cial commodity, or knowingly invest in debt that, upon acqui-. . .
sition, is in default without the prior approval of the FederaImClude margin credit from broker-dealers, re-
Reserve System. The applicant further committed that iverse repurchase agreements, and short sales.
would not use the investments of the partnerships to obtain or The limited partnerships would invest in debt
exercise control over any issuer of securities owned or held bénd equity instruments and distressed det
the partnerships. Also, no directors, officers, or employees a . -
the applicant and its affiliates will serve as directors, officersinstrumentst The applicant stated that invest-
or employees of any issuer of which the applicant andits

affiliates held more than 10 percent ownership of total equity. 4. The Board had previously permitted bank holding com-
2. The applicant committed that all subordinated debt of an

issuer would be subject to this 25 percent limit. .
3. See the current Regulation Y, section 225.28(b)(7)(iii) BHC Supervision Manual June 2000

regarding private-placement services. Page 1




Private Limited Investment Partnerships

3600.8

ments in debt and equity securities and dis-
tressed debt would be made in accordance with
the BHC Act’s limitations and those of pre-
vious Board decisions. (See 1995 FRB 1128 and
section 3104.0.)

The limited partnerships, together with the
applicant anditssubsidiaries, would makeinvest-
ments not greater than 5 percent of any class of
voting securities of any issuer, and not greater
than 25 percent of the total equity, including the
subordinated debt, of any issuer. No directors,
officers, or employees of the applicant would
serve as directors, officers, and employees of
any issuer of which the applicant and its subsid-
iaries (that is, the limited partnerships) would
hold more than 10 percent of the total equity.
For this case, the Board required AMS to con-
solidate the assets and liabilities of the limited

panies to sponsor, organize, and manage closed-end invest-
ment companies and unregistered limited partnerships that
invest in securities.

BHC Supervision Manual June 2000
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partnerships in the financial statements of AMS
for regulatory capital purposes. Inaddition, AMS
was required to establish an appropriate risk-
management structure consisting of investment
and position limits for each investment adviser
before engaging in the proposed activities. Com-
pliance and trading limits would be monitored
by computerized systems to be established by
the applicant. The Board approved the notice on
April 24, 1996, subject to all the facts of record
and the commitments furnished. See 1996 FRB
569. For more recent Board orders whereby
bank holding companies propose to act as a
CPO and to control a private limited partnership
that invested solely in permissible investments
for abank holding company, see 1999 FRB 209,
1998 FRB 852, and 1998 FRB 361.



Permissible Activities by Board Order
(FCM Activities) Section 3600.13

3600.13.1 SERVING AS AND commodity pool operator (CPO) with the Com-
CONTROLLING A PRIVATE LIMITED  modity Futures Trading Commission (CFTC).
PARTNERSHIP AS A COMMODITY As such, the ASM would register as a CPO with
POOL OPERATOR the CFTC, and a portion of the general partner’
activities would become subject to the record
A bank holding company applied for the Board'skeeping, reporting, fiduciary standards, and othe
approval under section 4(c)(8) of the Bank Holg'€duirements of the Commodity Exchange Ac
ing Company Act (BHC Act) and section 225.23(7 U.S.C. 2 et seq.), CFTC, and National Future
of the Board’s Regulation Y (12 C.F.R. 225.23)Association. _ _
to engage de novo through a wholly owned The Board previously has found that a subsid
asset-management subsidiary (ASM) that woull'y_0f @ state member bank may serve as th
be established to serve as the general partner &P O of investment funds engaged in purchasin
limited partnerships (the partnerships) thatwoul@d selling futures and options on futures or
invest in a wide variety of commodities andcertain commod|t|e$.ln addltlon_, the Board has
exchange-traded and over-the-counter insmp_ermltte_d bank holding comps_mlest_otradefuturg
ments, including interests in investment fund&nd options on futures on financial and nonfi
that invest in futures and options on futures ofl@ncial commodities. For these reasons, the
financial and nonfinancial commodities (com-B0oard has concluded that serving as a CPO, ar
modity pools). It was indicated that the partner£ontrolling as a CPO a private limited partner-
ships would not directly invest in futures orship that invests solely in investments that «
options on futures contracts for purposes othét@nk holding company is permitted to make
than hedging. The partnerships would purchasq;rectly, under the circumstances of this cas
and sell derivative contracts on precious metalg:996 FRB 569) are closely related to banking
and financial commodities, instruments, ancP€€ also 1998 FRB 1075, 1998 FRB 852-85
indices for hedging purposes. It was furthert998 FRB 361, and 1994 FRB 736.
stated that one of the limited partnerships may
invest a substantial portion of its assets in com-
modity pools, which would require the ASM | gge 1996 FRB 239.
(the general partner) to become a registered2. see 1995 FRB 185.

BHC Supervision Manual June 1999
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Permissible Activities by Board Order

(Insurance Activities) Section 3600.1°
3600.17.1 ENGAGING IN TITLE The bank holding company applicant was one
INSURANCE AGENCY ACTIVITIES of 16 active companies with grandfather rights
PURSUANT TO REGULATION Y under exemption GPreviously, the Board deter-

mined (1985 FRB 171) that those companie!

A bank holding company applied under sectiofhat had received Board approval to engag
4(c)(8) of the BHC Act and section 225.23(a) ofi" general insurance agency activities bef(_)n
the Board’s Regulation Y to acquire all thelgu would be grandfathered under exemptio|
outstanding shares of a title insurance agenc{ With respect to the sale of any type of insur-
The title insurance agency is to conduct activiance that is within the scope of general insur
ties pursuant to exemption G of the Garn—SgNCeagencyactivities—evenaninsurance agen
Germain Depository Institutions Act of 1982 activity (such as title insurance) not actually

(the act) and section 225.28(b)(11)(vii) of ReguPffered by the applicant bank holding company
lation Y. Title VI of the act amended sectionPefore 1971. The Board found that there is nc

4(c)(8) of the BHC Act to provide that insur- 'eduirement in the statute that a company qual
ance agency, brokerage, and underwriting activfying for exemption G engage only in those
ties are not “closely related to banking” andinsurance agency activities it conducted witt
thus are not permissible activities for bank holdB0ard approval before 1971. Thus, although th
ing companies, unless the activities are includeB0ard may not have specifically approved title

within one of seven specific exemptionsinsurance before 1971, provided the propose
(A through G) in section 4(c)(8). activity is encompassed within the authorizatior

qof insurance agency activities, the activity falls
vithin exemption G.

The Board determined selling title insurance
hrough a title insurance agency to be permis
ble pursuant to exemption G and the Board’

The applicant claimed that it was authorize
to operate a title insurance agency under exem
tion G, which authorizes those bank holdin
companies that engaged in insurance agen

activities before 1971 to engage, or control aregulations. The Board approved the applicatio!

company engaged in, insurance agency activi-
ties. The company has been engaged in the sald November 17, 1988 (1989 FRB 31).

of insurance related to extensions of credit by its
subsidiary banks since 1939. 1. There are currently 12 companies remaining.

BHC Supervision Manual December 1998
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Permissible Activities by Board Order

(Underwriting and Dealing) Section 3600.2
3600.21.1 UNDERWRITING AND ducted by banks, involving little additional risk
DEALING IN COMMERCIAL PAPER or new conflicts of interest, and potentially
TO A LIMITED EXTENT yielding significant public benefits in the form

of increased competition and convenience.

A bank holding company applied for the Board’s The Board concluded that the applicant coulc
approval under section 4(c)(8) of the BHC Actconduct the activities to the extent and in the
and section 225.21(a) of the Board's Regulamanner described in the order, consistent witl
tion Y to underwrite and deal in third-party section 20 of the Glass-Steagall Act and sectio
commercial paper to a limited extent. As pro-4(c)(8) of the BHC Act. The Board’s approval
posed, the activity will be conducted through sextended only to commercial paper underwrit:
commercial finance subsidiary (company). Théng, dealing, placement, and advisory activity
company is to act for issuers as an underwritetonducted in accordance with the limitations
of commercial paper, purchasing commerciastated in the order. (1987 FRB 367)
paper for resale to institutional investors such as
banks, insurance companies, mutual funds, and
nonfinancial businesses. In addition, the com-
pany may place commercial paper as agent f{@600.21.2 ENGAGE IN
issuers and advise issuers on the rates and matdNDERWRITING AND DEALING, TO
rities of proposed issues that are likely to béA LIMITED EXTENT, IN MUNICIPAL
accepted in the market—activities previoush\REVENUE BONDS, MORTGAGE-
approved by the Board (1987 FRB 138). TheRELATED SECURITIES, AND
activities in this order (1987 FRB 367) difer COMMERCIAL PAPER
from those previously authorized (1987 FRB
138) in that the applicant will underwrite andOn April 30, 1987, the Board approved by orde!
deal in commercial paper as principal. the applications of three bank holding com-

The Board may not approve a proposal of @anies to engage through subsidiaries in unde
member bank affiliate if upon consummation itwriting and dealing in commercial paper, one-
would be “engaged principally” in the flotation, to four-family mortgage-backed securities, anc
underwriting, public sale, or distribution of com- municipal revenue bonds. (For a complete de
mercial paper (hereafter referred to as “underscription of the nonbanking activities authorizec
writing and dealing in”) within the meaning of by the Board in this order, see 1987 FRB 47:
section 20 of the Glass-Steagall Act (12 U.S.Cand section 2185.0.1.) The subsidiaries are to &
377). The Board concluded that even if placeinvolved in underwriting and dealing in U.S.
ment of commercial paper were deemed to corgovernment securities as their major activity
stitute an activity covered by section 20 of theBoard approval could only occur if the affiliates
Glass-Steagall Act, the commercial lending subwould not be “principally engaged” in under-
sidiary would not be “engaged principally” in writing and dealing in “securities” under the
underwriting and dealing in securities. The subprovisions of section 20 of the Glass-Steagal
sidiary’s activity would not be substantial underAct.
a5 percent limit on the subsidiary’s gross income A hearing was held on February 3, 1987,
from its commercial paper activities@ma 5 per- because of the important legal and factual issue
cent limit on its market share. The company ignvolved. The Board reaffirmed its finding in its
required to restrict its commercial paper activifrevious decisions (1987 FRB 138 and 367) the
ties so it does not exceed these limits. the applicants were not principally engaged ir

The Board concluded that underwriting and
dealing in commercial paper is closely related to
banking on the Sa”.‘e bas[s as ac.tmg as pla(.:e-l. The applicants had previously received Board approva
ment agent and adviser to issuers in commercighder section 4(c)(8) of the BHC Act for the subsidiaries
paper (1987 FRB 138). Banks provide servicesentioned in the order to engage in underwriting and dealins
that are operationally and functionally similarin U.S. government and agency and state municipal securitie

i e ¢ : that state member banks are authorized to underwrite and de
to the services of underwrltlng and dea“ng Irl|tn under section 16 of the Glass-Steagall Act. The newly

Com_merCial paper. _Banking Orge_‘nizations Al'Groposed underwriting and dealing activities were approve
particularly well equipped to provide such ser-n addition to the previously approved activities.

vices. In the Board’s view, the underwriting and
dealing activity represents a natural extension ®HC Supervision Manual June 1994
commercial lending activities traditionally con- Page 1




Permissible Activities by Board Order (Underwriting and Dealing) 3600.21

the proposed securities activities if they limitedand deal in consumer-receivable-related securi-
their underwriting and dealing income fromties (CRRs). Although the companies noted cer-
these securities to 5 percent of the total gros®in similarities between these securities and
income of the affiliate, and if they limited their mortgage-related securities, the Board did not
market share in each of these securities to 5 pelelieve that the record before the Board pro-
cent of the total domestic markeThe Board vided a sufficient basis for it to make a formal
established a number of conditions to ensurénding (as required by the BHC Act) that under-
that the underwriting activity would be consis-writing and dealing in CRRs is closely related to
tent with safe and sound banking practices anblanking and a proper incident thereto. The Board
would avoid conflicts of interest, undue concennoted that the market for CRRs was relatively
tration of resources, and other adverse effects. new and untested compared with the market for

The Board determined, consistent with itsone- to four-family mortgage-related securities
previous underwriting and dealing decisions irand municipal revenue bonds. The Board indi-
administering the Glass-Steagall Act, that aated that it would reconsider the matter within
range of between 5 percent and 10 percent &0 days on the basis of more complete informa-
gross revenue and market share is the approption to be submitted by the applicants regarding
ate framework for determining whether an affili-the types of assets that would be securitized, the
ate is engaged principally in securities activitiesmanner in which this would be accomplished,
The lower end of the range—5 percent—wasnd other matters bearing on risk.

the level applied at the time. The Board noted |, 5 sybsequent order, six BHCs applied for
that it would review this level within a year anqg received the Board's conditional approval
on the basis of experience gained from opera9g7 FRB 731) for the activity, but the Board

tions to determine whether a higher level woul tayed its order for the same period of time
be permissible. On September 21, 1989, thg,jjicaple to the stay issued by the Second
Board modified section 20 orders to increasgreuit Court of Appeals (see footnote 2 and

from 5 percent to 10 percent the revenue limitaction 3600.21.3). After approving the order
on the amount of total revenues a section 2Qqt out in 1987 FRB 731. the Board approved
subsidiary may derive from ineligible securitieSqeyera| other orders that rely on this order and
undesrwrmng and dealing activities (1989 FRByg |imitations imposed therein. (See the follow-
751); ing Board orders: 1987 FRB 607, 616, 618, 620,

The Board's approval of the applicationsgy; 731, 738, 742, 928; 1988 FRB 133, 500,
extends only to the activities conducted Wlthlnegg 700. 706. 819: 1989 FRB 33. 190, 396

the limitations of the order and is subject to thezgg 520 645 647 1990 FRB 79. 158. 256
gross revenue limitation discussed above. TWagq 554 568 573, 652. 682 756: 1991 FRB

of the applicants also proposed to underwritgys4- 1992 FRB 338: 1993 FRB 141. 716: and
1994 FRB 249, 346.)

_ The major difference between the three
2. The U.S. Court of Appeals for the Second Circuitupheldappﬁcations decided on April 30, 1987, and

the Board’s determination that the underwriting subsidiarie: P :

would not be engaged principally in ineligible securities?he two appllcatlons preVIOUS|y app_roved by

underwriting and dealing under the above revenue limitationth€ Board (1987 FRB 138 and 367) is that the

the U.S. Supreme Court declined to review that decisiounderwriting would take place in an affiliate

(Securities Industry Association v. Board of Governors of th%ngaged in underwriting and dealing in U.S.

Federal Reserve Syster@39 F.2d 47 (2d Cir. 1988)ert. i . .
denied 108 S.Ct. 697 (1988)). The Supreme Court also Iegovemment securities. This arrangement raised

stand the lower court's determination that the 5 percent math€ major legal question of whether these gov-
ket share limitation was not adequately supported by the facBrnment securities could serve as a basis for
0; rechmg' ;)hus SUSta:r(‘ji”Q s”g‘i”aﬁon of the mafke; share t‘Iasr‘neasuring the principal activity of the affiliate.
that had been invalidate the U.S. Court of Appeals; . : f
Accordingly, the Board decide)é not to impose a markgtpshar%n Its approval, the Board took into aCCOl.”.]t the
limitation on orders approved on August 4 and 8, 1988. act that the Glass-Steagall Act specifically
3. The Board in this order also modified its section 20allows member banks to underwrite U.S. gov-
orders to permit underwriting and dealing in securities ofernment securities, and that the act intends affili-
affiliates if the securities are rated by a nonaffiliated, nation- i
ally recognized rating organization oryare issued or guarante tes to have a broader scope for_underwmmg
by the Federal National Mortgage Association, the Federdnan member banks. On that basis, the Board
Home Loan Mortgage Corporation, or the Governmenhad previously allowed affiliates of member
National Mortgage Corporation, or represent interests in suchgnks to engage in underwriting of U.S. govern-

obligations. ment securities.

BHC Supervision Manual June 1994 See section 2185.0 for inspection instruc-
Page 2 tions, objectives, and procedures.




Permissible Activities by Board Order (Underwriting and Dealing) 3600.2

3600.21.3 ENGAGE IN LIMITED dance with the same requirements established
UNDERWRITING AND DEALING IN that order. This includes a requirement that the
CONSUMER-RECEIVABLE-RELATED securities be rated for investment quality by &
SECURITIES nationally recognized agency.
The Board concluded, based on the reasor

Six bank holding companies applied for theset forth in its previous order (1987 FRB 473),
Board’'s approval to engage in limited underthat the approved activity would not result in a
writing and dealing in consumer-receivable-violation of section 20 of the Glass-Steagall Act
related securities (CRRs). CRRs, which wer@nd is closely related and a proper incident t
first issued in 1985, consist of debt obligationdanking. The Board's approval of these applica
that are secured by or represent an interest intens is restricted to underwriting and dealing tc
diversified pool of loans to or receivables froma limited extent in securities representing ar
consumers, such asloans to individuals to finandeterest in or backed by a diversified pool of
the purchase of automobiles or personal credibans to or receivables from individuals for the
card accounts. purchase of consumer goods and services, al

The Board concluded that underwriting andhe limitations of section 225.25(b)(16) of Regu-
dealing in CRRs is an activity closely related tdation Y. (1987 FRB 731)
banking on the basis that banks provide services
that are operationally and functionally so similar

to the services proposed that banking organiz&600.21.4 LIMITED UNDERWRITING

tions are particularly well equipped to provideaAND DEALING IN DEBT AND
them. In accordance with section 16 of theeQUITY SECURITIES

Glass-Steagall Act, banks underwrite and deal

in certain mortgage-related securities that argjve bank holding companies applied for the
issued or guaranteed by the United States or tBoard’s approval under section 4(c)(8) of the
U.S. government agencies. Some of the secusHC Act for their wholly owned subsidiaries to
ties represent interests in pools of mortgag@nderwrite and deal in, on a limited basis—
loans for residential housing purposes made by 1. debt securities, including without limita-
banks and other financial institutions. Suchion, sovereign debt securities, corporate deb
securities are very similar to CRRs. debt securities convertible into equity securities
Both CRRs and bank-eligible mortgage-and securities issued by a trust or other vehicl
related securities represent interests in pools @ecured by or representing interests in debt obl
loans made by financial institutions to individu-gations; and
als to finance the purchase of housing or con- 2. equity securities, including without limita-
sumer goods and services. N tion, common stock, preferred stock, Americar
The techniques involved in underwriting andpepositary Receipts, and other direct and indi
dealing in bank-eligible mortgage-related securect equity ownership interests in corporation:
rities are also very similar to those that would beynd other entities.
involved in conducting the approved activity Section 16 of the Banking Act of 1933
with respect to CRRs. In each case the unde(the Glass-Steagall Act) prohibits a membe
writer must perform substantially identical func-pank from underwriting and dealing in these
tions of evaluating prepayment risk, analyzingsecurities (referred to hereafter as “bank-
credit and cash flow from a pool of numerousneligible securities”). However, as far as the
individuals’ loans, negotiating or bidding, andGlass-Steagall Act is concerned, an affiliate of :
distributing and dealing. member bank may underwrite and deal ir
In addition, banks now directly perform somepank-ineligible securities so long as it is not
of the functions involved in the approvedengaged principally or substantially in that
activity. Banks select the consumer loans thaéctivity (12 U.S.C. 377).
form the pool of interests that are then sold to The applicants had previously received Boar
investors. Banks also advise issuers of CRRgpproval to underwrite and deal in U.S. govern
and assist issuers in privately placing thesgent and agency securities and state and mi
securities. o _. hicipal securities that state member banks ar
_ Because of the similarity between securitiegpecifically authorized to deal in under sectior
involved in CRRs and the previously approvedig of the Glass-Steagall Act (referred to hereaf

bank-ineligible one- to four-family mortgage-ter as “bank-eligible securities”). The Board
related securities nonbanking activities set forth

in a previous order (1987 FRB 473), the BoarBHC Supervision Manual June 1994
required that this activity be conducted in accor- Page 3




Permissible Activities by Board Order (Underwriting and Dealing) 3600.21

had also authorized the subsidiaries to undedesigned to ensure safe and sound operations.

write and deal in commercial paper, one- torhe conditions include requirements, limita-

four-family mortgage-backed securities, municitions, and prohibitions with regard to—

pal revenue bonds, and consumer-receivable- 1. capital adequacy;

related securities—all securities that member 2. credit extensions to customers of the under-

banks may not underwrite or deal in under seoariting subsidiary;

tion 16 of the Glass-Steagall Att. 3. maintaining the separateness of an under-
To ensure that the subsidiaries would not bevriting affiliate’s activity;

principally or substantially engaged in under- 4. disclosures by the  underwriting

writing or dealing in the ineligible securities in subsidiary;

violation of section 20 of the Glass-Steagall 5. marketing activities on behalf of an under-

Act, the Board’'s approval was made subject tavriting subsidiary;

the requirement that gross revenues from those 6. investment advice by bank/thrift affiliates;

ineligible securities activities would not exceed 7. extensions of credit to the underwriting

5 percent of the subsidiary’s total gross revsubsidiary and to purchasers or issuers of ineli-

enues on average (moving average) over argible securities (or to major users of projects

two-year period (see 1989 FRB 192 and 196+funded by industrial revenue bonds);

197. The Board increased this level to 10 per- 8. transfers of information;

cent on September 5, 1989. 9. reporting and recordkeeping requirements;
The subsidiaries are also subject to a frame- 10. transfer of activities and formation of

work of structural and operating limitations subsidiaries of an underwriting subsidiary to

established to avoid the potential for conflicts oengage in underwriting and dealing; and

interest, unsound banking practices, unfair com- 11. reciprocal arrangements and prohibitions

petition, loss of public confidence in affiliate against discriminatory treatment regarding unaf-

banks, and other adverse effects from the corfliated securities firms.

duct of the bank-ineligible securities underwrit- See section 2185.0 for section 20 com-

ing and dealing activity. pany inspection instructions, objectives, and
The Board recognized that underwriting ancprocedures.

dealing in securities is a natural extension of

activities currently conducted by banks, involv-

ing manageable risks and potential conflicts of

interest when conducted in an organizationap600.21.5 ACTING AS A

structure that insulates these activities frorDEALER-MANAGER IN

banking activities supported by the federal safetft ONNECTION WITH CASH-TENDER

net of deposit insurance and access to FedelAND EXCHANGE-OFFER

Reserve lending. The Board has acknowledgeiIRANSACTIONS

that certain bank holding companies have an

existing expertise in securities underwriting,In connection with a bank holding company

dealing, brokerage, investment advisory activiapplication to underwrite and deal in, to a lim-

ties, and broad financial skills that make thenited extent, all types of equity securities through

well equipped to provide the new services. its section 20 nonbanking subsidiary, an appli-
The Board’s approval of each application iscant also proposed to act as a dealer-manager in

subject to the conditions stated in previougonnection with cash-tender and exchange-offer

orders (see 1989 FRB 192; 1990 FRB 158, 459ransactions. Dealer-managers generally act as

573, 652, 683, 756; 1991 FRB 672; 1993 FRBEagent for tender or exchange offerors in arrang-

133, 719; and 1994 FRB 249, 449). The condiing or facilitating mergers, acquisitions, and

tions consist of structural and operating limita-other corporate transactions. All-cash tender

tions designed to avoid conflicts of interest andffers do not, of themselves, involve the issu-

potential adverse effects, and other conditionance, public sale, or distribution of securities.

The Board thus concluded that all revenues

- derived from the section 20 company acting as a
4. See the following Board orders: 1987 FRB 473, 607dealer-manager in connection with such tender

616, 618, 620, 622, 731, 738, 742, 928; 1988 FRB 133, 50Gffers may be treated as bank-eligible revenues

699, 706, 819; 1989 FRB 33, 190, 396, 398, 520, 645, 647

1990 FRB 79, 158, 256, 461, 554, 568, 573, 652 682, 75407 PUrposes of determining compliance with

1991 FRB 672; 1093 FRB 133, 719; and 1994 FRB 249, 44¢the Board’s 10 percent revenue limitation on
bank-ineligible securities activities. The Board

BHC Supervision Manual June 1994 approved the application on November 24, 1993
Page 4 (see 1994 FRB 49, footnote 5).




Permissible Activities by Board Order (Underwriting and Dealing) 3600.2

3600.21.6 UNDERWRITING ment bonds that are “public ownership” indus-
“PRIVATE OWNERSHIP” trial developmentbonds. Public ownershipindus
INDUSTRIAL DEVELOPMENT trial development bonds are those “tax-exemp
BONDS bonds where the issuer, or the government:

unit on behalf of which the bonds are issued, i

A bank holding company (the notificant) pro-the sole owner for federal income tax purpose
vided notice under section 4(c)(8) of the Bankof the financed facility.”
Holding Company Act (BHC Act) (12 U.S.C. The naotificant plans to engage through the
1843(c)(8)) and section 225.23 of the Board’'sompany in underwriting private ownership
Regulation Y (12 C.F.R. 225.23) of its proposalindustrial development bonds issued solely fo
to engage de novo through its section 20 subsidkhe provision of traditional governmental ser-
iary (the company) in underwriting, to a limited vices. It committed to conduct this activity sub-
extent, certain “private ownership” industrial ject to the same limitations and other conditions
development bonds. The bonds are issued faohat govern underwriting and dealing in public
the provision of the following governmental ownership industrial development borfds.
services: water facilities, sewer facilities, solid The underwriting risk and the risk analysis
waste disposal facilities, electric energy and gasequired to underwrite private ownership indus.
facilities, and local district heating or cooling trial development bonds issued for traditional
facilities (collectively, traditional governmental governmental services is essentially the same
services). The notificant controls one bankhe risk and analysis related to underwriting
subsidiary. traditional public ownership bonds. For each

The company is currently engaged in limitedthe funds for the repayment of the bonds ar
underwriting and dealing in certain municipalderived from revenue generated by the finance
revenue bonds, activities permissible under seéacility, including revenue resulting from a ser-
tion 20 of the Glass-Steagall Act (12 U.S.Cwvice contract between the owner/lessor of the
377)5 The company is a broker-dealer regisfinanced facility and a state or local governmen
tered with the Securities and Exchange Comer political subdivision, pursuant to which the
mission (SEC) under the Securities Exchangstate or local government or political subdivi-
Act of 1934 (15 U.S.C. 78a et seq.) and is aion agrees to purchase the output of the faci
member of the National Association of Securi-ity.® The notificant committed that all the pri-
ties Dealers, Inc. (NASD). Thus, the company ivate ownership bonds that the company woul
subject to the recordkeeping and reporting obli-
gations, fiduciary standards, and other require=————— ]
ments of the Securities Exchange Act of 1934 7. See 1987 FRB 502. Examples of lf!nanced facilities

o ihclude airports and mass-commuting facilities.

the SEC, and the NASD. The notificant engages g Citicorp/Morgan/Bankers TrustAll the bonds that the

directly and through subsidiaries in other pernotificant proposed that the company underwrite would qualify
missible nonbanking activities. as “exempt facility bonds” under the Internal Revenue Code

; i the code). See 26 U.S.C. 142. The types of exempt facilit
The Board previously determined that th%onds that the company would underwrite may, subject tc

activities of underwriting and dealing in munici- certain volume caps and other limitations, be tax-exemp
pal revenue bonds, including industrial developander the code even if the proceeds of the bonds are used

ment bonds, are so closely related to banking digance facilities that are privately owned. See 26 U.S.C. 103

inei i 141, 142, 146, and 147.
to be proper incidents thereto within the mean 9. Typically, in the case of public ownership bonds, the

ing of section 4(c)(8) of the BHC Ac&tCertain  governmental unit that issues the bonds owns the finance
bank holding companies previously requesteehcility and repays the bonds from the revenue generated b
approval to underwrite and deal in only munici-the facility and this service contract. The governmental uni

y also enter into a contract with a third party to operate th
pal revenue bonds, as opposed to a full range inanced facility. In the case of the private ownership bond:

debt securities. Their requests were limited ey, the notificant plans to underwrite, the governmental uni
underwriting and dealing in industrial develop-that issues the bonds either uses the proceeds of the bonds
acquire or construct a facility, which the governmental unit
then leases to a third party, or lends the proceeds of the bon
to a third party to acquire or construct the facility. The third

6. Citicorp, J.P. Morgan & Co. Incorporated, and Bankers party agrees to make lease payments or loan repayments
Trust New York Corporatianl987 FRB 473aff'd sub nom. the governmental unit that enable the governmental unit t

Securities Industry Ass’n v. Board of Governors of the Fed- deb . he bonds. A itv for the |
eral Reserve Systeri39 F.2d 47 (2d Cir.)cert. denied 486 pay debt service on t € bonas. s_securlty or the lease
U.S. 1059 (1988), as modified by order approving modifica-loan agreement, the third party assigns and pledges the re
tic'm's to section 26 orders, 1989 FRB 75T{ticorp/Morgan/ enues generated by the facility and a service contract with
k p 9 state or local government or political subdivision.

Bankers Trusy. See alsaJ.P. Morgan & Co. Incorporated, et

al., 1989 FRB 192aff'd sub nom. Securities Industry Ass’n v. .
Board of Governors of the Federal Reserve Sys@0 F.2d BHC Supervision Manual December 1996
360 (D.C. Cir. 1990). Page 5

5. See 1993 FRB 716.




Permissible Activities by Board Order (Underwriting and Dealing) 3600.21

underwrite would be rated “investment quality” sible activity if conducted subject to the condi-
by a nationally recognized rating agency to theions and prudential limitations set forth in
same extent as are the municipal revenue bon@sticorp/Morgan/Bankers Trustl987 FRB 473
that the company currently underwrites. and 1989 FRB 751 (Modification Order)) and
Considering these circumstances, the Boardgreed to in 1993 FRB 716. The notification
concluded that underwriting and dealing in pri-was approved on October 24, 1995 (see 1995
vate ownership bonds issued for the provisioffrRB 1116).
of traditional governmental services is a permis-

BHC Supervision Manual December 1996
Page 6



Permissible Activities by Board Order (Issuance & Sale of Mortgac
Backed Securities Guaranteed by GNMA) Section 3600.23

A foreign bank subject to the Bank Holdingrelated to banking (1988 FRB 573). In addition,
Company Act applied for the Board’s approvalthe Board determined that the statutory exemg
to engage in various nonbanking activities, onéion reflects a Congressional determination the
being to purchase mortgage loans and to issUNMA securities are not the type of securities
securities for its own account, through a whollythat would lead to unsound speculation or tha
owned subsidiary or third party servicers, and téhe public interest in the issuance and sale ¢
sell securities guaranteed by the Governmer@NMA securities by banks outweighs any
National Mortgage Association (GNMA). potential harm resulting therefrom. Also, the
Because National Banks are specifically authdBoard previously determined that underwriting
rized under the Glass—Steagall Act (12 U.S.Cand dealing in GNMA certificates is of suffi-
24) to issue and sell securities guaranteed hgiently low risk to be generally permissible
GNMA, as well as to underwrite and deal inactivities for bank holding companies (12 C.F.R.
such securities, the Board concluded that th225.25(b)(16)).

issuance and sale of GNMA securities is closely

BHC Supervision Manual December 1992
Page 1



Permissible Activities by Board Order (Sales Tax Refund Age
and Cashing U.S. Dollar Payroll Checks) Section 3600.

A foreign bank, subject to Section 4 of the BHCthe State and local tax authorities refund to the
Act, appliedforthe Board’s permissionto acquirecompany the amount of tax refunds advancec
through its wholly owned subsidiary, all the The Board found the activity to be closely
shares of a company located in New York, Newelated to banking since banks: (1) routinely
York. The acquired company would engage irforward to taxing authorities tax receipts deliv-
several nonbanking activities. Two of the activi-ered to the bank on taxes due; (2) commonly ac
ties, not previously approved by the Board foras fiscal agent for government authorities whicl
BHCs, consisted of acting as a sales tax refunidivolves disbursing funds on behalf of state anc
agent for the State of Louisiana and Cashingpcal governments.
U.S. Dollar Payroll Checks Drawn on Unaffili-
ated Banks. Both activities were found to be
closely related to banking subject to the fact8600.24.2 CASHING U.S. DOLLAR
and conditions found in the Board order andPAYROLL CHECKS DRAWN ON
briefly discussed below. The application wasUNAFFILIATED BANKS
approved on August 15, 1990 (1990 FRB 860).
The company being acquired also cashes, ar
the Applicant plans to continue cashing, U.S
3600.24.1 ACTING AS A SALES TAX dollar payroll checks on a limited basis, pri-
REFUND AGENT FOR THE STATE OF marily to accommodate employees in airpor
LOUISIANA facilities that lack banking services, but where
the company maintains offices. Since chec
The company being acquired serves as the Statetashing is a fundamental banking activity per-
exclusive sales tax refund agent for its tax-freéormed routinely by banks, and the company
shopping program for foreign visitors. Underbeing acquired proposed to cash only check
the program, foreign visitors present salesinvoicegrawn on unaffiliated banks, the Board founc
evidencing sales taxes paid in Louisiana to th#éhe activity to be closely related to banking. The
company’s office in the state. It refunds the taBoard stipulated, however, that the Applicant
in U.S. dollars to the visitor, less a handling feewas not to use the acquired company’s offices &
A portion of the handling fee is then remitted tobranches of the Applicant or any affiliated bank

BHC Supervision Manual December 1992
Page 1



Permissible Activities by Board Order

(Providing Government Services)

Section 3600.25

A bank holding company (the notificant)
requested the Board’s approval, under section
4(c)(8) of the BHC Act and section 225.24(a) of
Regulation Y, to acquire through its wholly
owned subsidiary a cash-express company, cer-
tain assets of an exchange company, and another
firm to engage in various nonbanking activities.
Many of the nonbanking activities had previ-
ously been determined by the Board to be closely
related to banking in Regulation Y, by order, or
by interpretation. In addition to those nonbank-
ing activities already approved, the notificant
requested the Board's approval to engage in
providing various governmental service activi-
ties at the offices of the cash-express company:

1. postage stamps and postage-paid envelopes

2. vehicle registration services, including the
sale, distribution, and renewa of license
plates and license tags for motor vehicles

. public-transportation tickets and tokens
4. notary public services

w

The Board noted that banks are permitted to
provide customer access to the type of govern-
ment servicesinvolved in the proposal, whereby
the banks may be acting in an agency capacity
or accomplishing the distribution of some of the
services using automated teller machines
(ATMs).t The Board thus concluded that the
proposed nonbank activities are closely related
to banking. Based on all the facts and commit-
ments provided by the notificant, and the repre-
sentations and conditions relied upon in reach-
ing a decision, the Board approved the proposal
on April 2, 1998 (1998 FRB 481).

1. See 12 C.FR. 7.1010 and OCC Interpretive Letter No.
718 (March 14, 1996) (postage stamps, acting as an agent for
the state in selling and renewing license plates and license
tags, and public-transportation tickets from ATMs). See also
OCC Conditional Approval Letter No. 267 (January 12,
1988)(notary services).

June 2000
Page 1
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Permissible Activities by Board Order (Real Estate Settlement
Through a Permissible Title Insurance Agencygection 3600.26

A BHC Applicant requested the Board’s permis- In reviewing the proposed activity, the Board
sion under section 4(c)(8) of the BHC Act tonoted that real estate settlement services a
acquire all the outstanding shares of a compargrovided by the Applicant’s bank subsidiaries in
engaged in title insurance agency and real estatennection with their origination of mortgage
settlement activities. The Board previouslyloans, and banks within the Applicant’s state art
determined that title insurance agency activitiegenerally permitted to conduct real estate settle
are permissible under section 4(c)(8)(G) ofment activities. It was further noted that banks
the BHC Act, for which the BHC Applicant routinely prepare collateral security agreement
qualifies. and other documentation required to close loan
The real estate settlement services consist afi accordance with federal and state lending
(1) reviewing the status of the title in the titlerequirements as part of the general lendin
commitment, resolving any exceptions to theactivities authorized under the Board’s Regula
title, and reviewing the purchase agreement tton Y.
identify any requirement in it in order to ensure The Board concluded that aspects of the pro
compliance with them; (2) verifying payoffs on posed real estate settlement activities are direct
existing loans secured by the real estate arlthked to permissible title insurance agency ac
verifying the amount of and then calculating theivities by BHCs. These activities can directly
pro rating of special assessments and taxes @affect the insured risks under a title insurance
the property; (3) obtaining an updated titlepolicy. Title insurance agents have special expe
insurance commitment to the date of closingrience in assessing potential title defects the
preparing the required checks, deeds, affidavitsan arise in real estate settlement. Title insur
and obtaining any authorization letters neededince agents thus have the expertise to genera
(4) establishing a time and place for the closingengage in real estate settlements.
conducting the closing, and ensuring that all For these reasons, the proposed real ests
parties properly execute all appropriate docusettlement activities conducted through a per
ments and meet all commitments; (5) collectingnissible title insurance agency, were deemed b
and disbursing funds for the parties, holdinghe Board to be closely related to banking for
funds in escrow pending satisfaction of certairpurposes of section 4(c)(8) of the BHC Act. The
commitments, preparing the HUD settlemenBoard approved the application by order or
statement, the deed of trust, mortgage notes, tl@@ctober 15, 1990 (1990 FRB 1058).
Truth-in-Lending statement, and purchaser's
affidavits; and (6) recording all of the docu-
ments required under law.

BHC Supervision Manual December 1992
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Providing Administrative and Certain
Other Services to Mutual Funds Section 3600.;

A bank holding company (the applicant) applied The Board also found, however, that the Glass
under section 3(a)(3) and 4(c)(8) of the BHCSteagall Act does not prohibit all relationships
Act to acquire another company (the companyhetween a bank holding company and a mutue
thereby indirectly acquiring its subsidiary (thefund and that it is permissible, under the BHC
subcompany) as well as the subsidiary bank ankict and the Glass-Stegall Act, for bank holding
nonbank companies of the company and theompanies to provide investment advice ftc
subcompany. Upon consummation of the trangnutual funds. Also, the Board found that the
action, the company and subcompany would b&lass-Steagall Act does not prohibit bank hold:
subject to the provisions of the BHC Act. Bothing companies from providing certain other ser-
companies applied for permission under sectiomices to mutual funds, such as acting as custc
3(a)(1) of the BHC Act to become a bank hold-dian, transfer agent, or registfaBanks and
ing company. affiliates of banks may serve as investment advi
The applicant also applied for the Board’ssor, transfer agent, custodian, and regishey
permission to engage, through one subsidiary ghay not act as distributor to the fundhe
the subcompany (the advisor), in providing adapplication raised the question whether it wa
ministrative and certain other services to mutuatonsistent with the Glass-Stegall Act for an
funds, nonbanking activities that the Board hasffiliate of a member bank to act as an adminis
not previously considered under section 4(c)(8jrator to a mutual fund.
of the BHC Act. The applicant also applied for
the Board’s permission to acquire certain other
nonbanking subsidiaries of the company (a8600.27.2 PERMISSIBILITY OF
listed in appendix B of the order) to engage ilfPROPOSED ADMINISTRATIVE-
making or servicing loans, providing trust ser-SERVICES ACTIVITIES
vices, and providing investment advisory non-
banking services pursuantto section 225.25(b)(1T;he advisor furnishes a variety of services tc
(b)(3), and (b)(4) of Regulation Y. open-end investment companies (mutual funds
In addition, the applicant provided notice ofand closed-end investment companies in th
its intent to indirectly acquire a foreign trustUnited States. Because certain of the activitie
company, a trust administration company, anof the advisor and its affiliates are prohibited by
an advisory company. The companies engage the Glass-Steagall Act, the applicant has take
activities that are permissible under section
211.5(d) of Regulation K.

1. The Board imposed a number of restrictions on the
relationship between bank holding companies and mutuz
funds to avoid conflicts of interest and to address potentia

3600.27.1 GLASS-STEAGALL ACT safety-and-soundness concerns. The Board's rule include
ISSUES IN PROVIDING restrictions preventing a bank holding company or any of its
ADMINISTRATIVE SERVICES subsidiaries from—
o . ) ) e acting as investment advisor to any investment compan
The administrative services the applicant pro- that has a name similar to the holding company or any of it:
posed to provide throth the advisor and its ;ﬂ?::sggrrilgb?;kis own account shares of any investmen
affiliates raised a number of issues under thecompany for which the holding company serves as invest
Glass-Steagall Act. Under that act, a company ment advisor;
that owns a member bank may not controt purchasing in its sole discretion in a fiduciary capacity
“through stock Ownership orin any other man- shares of an investment company advised by the holdin
” P . . company;
n_er a company th‘fﬂ enga_lges_ P“”C'Pa'_'Y in dis-, extending credit to an investment company advised by th
tributing, underwriting, or issuing securities. holding company as collateral for a loan used to purchas
Because mutual funds continuously issue andshares of the investment company.
_redeem sgcurltles,_ the Boa_rd n 1_9_72 issued ap addition, the rule requires that, in cases in which a cus
interpretation setting out its position on thetomer purchases or sells securities of the fund through th
Glass-Steagall Act as it governs the relationshifolding company or is advised by the holding company to
between mutual funds and companies that pr')\urchase shares of the fund, the customer be informed i
P ariting of the holding company’s involvement with the fund,
member banks (12 C.F.R. 225.125). The Boa_r nd be informed that the shares of the fund are not federall
found that the Glass-Steagall Act prohibits affil-insured and are not guaranteed by, or obligations of, a bank.
iates of banks from sponsoring, organizing, or
controlling mutual funds or distributing their BHC Supervision Manual December 1993
shares. Page 1




Providing Administrative and Certain Other Services to Mutual Funds 3600.27

steps, and has committed, to terminate ththe fund in connection with its other administra-
advisor’s role as a sponsor of new mutual funddive functions;

The applicant also committed that it would not 7. providing office facilities and clerical sup-
acquire those of the advisor’'s subsidiaries thgtort for the fund,;

engaged in the distribution of mutual fund 8. developing and implementing procedures
shares. The applicant further committed that ifor monitoring compliance with regulatory
would not be involved in the distribution of the requirements and compliance with the fund’'s
shares of any mutual fund. The applicant reprenvestment objectives, policies, and restrictions
sented to the Board, that, after the acquisition adis established by the fund’s board;

the company, neither the advisor nor any of its 9. providing routine fund accounting services
affiliates would be obligated by any agreemenand liaison with outside auditors;

to engage in any sales activities in connection 10. preparing and filing tax returns;

with any mutual fund’s shares and would not 11. reviewing and arranging for payment of
enter into any distribution agreement with anyfund expenses;

mutual fund, unless permitted to do so by a 12. providing communication and coordina-
change in current law. tion services with regard to the fund's invest-

The advisor will not— ment advisor, transfer agent, custodian, distribu-

1. engage in the development of marketindor, and other service organizations that render
plans except to give advice to the distributorecordkeeping or shareholder communication
regarding regulatory compliance; services;

2. engage in advertising activities with 13. reviewing and providing advice to the
respect to the funds and will not be involved indistributor, the fund, and investment advisor
the preparation of a fund's sales literaturgegarding sales literature and marketing plans to
except to review it for the sole purpose ofensure regulatory compliance;
ensuring compliance with pertinent regulatory 14. providing the distributor's personnel
requirements; or with information about fund performance and

3. permit employees of the advisor to engagadministration;
in sales activities at meetings or seminars (such 15. participating in seminars, meetings, and
activities would be conducted solely by theconferences designed to present information to
fund’s distributor). brokers and investment companies, but not in

It was noted that the applicant did not pro-connection with the sale of shares of the funds
pose providing administrative services to thoséo the public, concerning the operation of the
mutual funds that are marketed and sold prifunds, including administrative services pro-
marily to customers of any of the applicant'svided by the bank holding company to the
subsidiary banks. funds;

The Board believes that it is permissible 16. assisting existing funds in the develop-
under the Glass-Steagall Act for the applicant tanent of additional portfolios; and
provide the following administrative services to 17. providing reports to the fund's board
mutual funds as proposed: regarding fund activities.

1. maintaining and preserving the records of A mutual fund administrator provides ser-
the fund, including financial and corporatevices that are essentially ministerial or clerical.
records; The administrator does not have policy-making

2. computing the fund’s net asset value, divi@uthority or control over the mutual fund. The
dends, and performance data and financial infopolicy-making functions rest with the board of
mation regarding the fund; directors of the mutual fund. The board of direc-

3. furnishing statistical and research data; tors is responsible for the selection and review

4. preparing and filing with the SEC andof the major contractors to the fund, including
state securities regulators registration statdhe investment advisor, and in certain circum-
ments, notices, reports, and other materig§tances the administrator.
required to be filed under applicable laws; The Investment Company Act of 1940

5. preparing reports and other informationarequires that at least 40 percent of the board of
materials regarding the fund including proxiegirectors of a mutual fund be disinterested per-
and other shareholder communications angons who are not affiliated with the investment
reviewing prospectuses; advisor, with any person that the SEC has deter-

6. providing legal and regulatory advice tomined to have a material business or profes-
sional relationship with the fund, with any
BHC Supervision Manual December 1993 employee or officer of the fund, with any regis-
Page 2 tered broker or dealer, or with any other inter-




Providing Administrative and Certain Other Services to Mutual Funds 3600.

ested or affiliated person. These unaffiliateddministrator to that fund would not signifi-
board members must approve the fund’s coreantly increase the bank holding company’s
tracts with its investment advisor, underwriterability to control the mutual fund. In other
and often its administrator. The applicant comwords, the advisor would not, by virtue of
mitted that the advisor will provide administra-becoming an administrator to a fund that it or ar
tive services only to mutual funds whose boardffiliate advises, become involved in policy-
of directors consist of a majority of disinterestedmaking functions of these funds to a greate
persons. extent than when it provides solely investmen
In situations in which the applicant’s subsidi-advisory services. The Board believes that cor
aries serve as administrator to the mutual fundrol would continue to rest with the board of
the Board permitted one representative of thdirectors of the mutual fund.
administrator to serve as a director of the fund. With regard to providing a combination of
The applicant contended that such an interlockadvisory and administrative services, the appli
ing director would facilitate the provision of cant further committed that it would not have
administrative services by providing the fundany director or officer interlocks with these
with a person knowledgeable in the operation ofmutual funds. It would also not have any direc-
the fund who would be in a position to advisetor or officer interlocks with mutual funds to
the board of directors on administration. which it provides both advisory and administra-
The applicant proposed that a director intertive services.
lock would be used only in situations in which a In providing the combination of services, the
company unaffiliated with it serves as the investapplicant would be subject to the Board’s inter-
ment advisor to the mutual fund. With regard topretation on investment advisory activities
the advisor's serving as an administrator, thigl2 C.F.R. 225.125) and would therefore be
interlocking director would be deemed an interrequired to conform the advisor’s activities to
ested person and would be excluded from thodbe interpretation within two years. On this con-
actions that must be taken by disinterested boauition, and subject to the commitments made b
members, such as the approval of an investmetite applicant, the Board concluded that the pro
advisory contract or a contract for the adminisposal was permissible under the Glass-Steagz
trator. The applicant committed that the advisoAct.
would serve as administrator only to mutual
funds for which a majority of the board of
directors are disinterested individuals. The Boar8600.27.3 BOARD’S CONCLUSION
believed that, in this proposed arrangement, theN PROVIDING ADMINISTRATIVE
applicant would not control a mutual fund if oneSERVICES
employee of the advisor or an affilidtevould
serve as a director of a mutual fund to which th&'he Board found the applicant’s proposed activ
advisor provides administrative services. ities to be closely related to banking becaus
The applicant plans, in a small number of(1) it had previously determined by regulation
cases, to provide mutual funds with a combinathat a bank holding company could act as invest
tion of administrative, investment advisory, andnent advisor to a mutual fund; (2) national
other services. The OCC has permitted nationddanks, including national bank trust depart-
banks that serve as investment advisor to mutuaients, provide administrative services to mutug
funds also to provide some administrative serfunds; and (3) it had also permitted bank hold-
vices to those mutual funds. In addition, a numing companies to provide certain individual
ber of national banks have been providing thes&nancial data processing services (calculation ¢
and other services as “subadministrator” toinvestment values and tax consulting) by ¢
mutual funds that are advised by the bank or amutual fund administrator. The Board thus
affiliate. approved the application on April 21, 1993
In the Board's opinion, permitting a bank (1993 FRB 626), based on the facts of recor
holding company that serves as investment advand all of the commitments and representation
sor to a mutual fund and also in essence pranade by the applicant, and subject to the term
vides ministerial or supporting functions asand conditions set forth in the order.

2. This director cannot serve as an officer, director, or T
employee of the applicant, its bank, or any subsidiary bank dBHC Supervision Manual December 1993
bank holding company of the applicant. Page 3



Developing Broader Marketing Plans and Advertising
and Sales Literature for Mutual Funds Section 3600.

A foreign banking organization (FBO), subjectthe activities previously approved by the Board
to the provisions of the Bank Holding CompanyThe Board had previously permitted bank hold-
Act, had requested the Board’s approval tong companies to present information about the
acquire, through a wholly owned subsidiary (theoperations of the mutual funds advised anc
company), substantially all the assets of amadministered by the bank holding company a
asset-management partnership (the partnership)eetings or seminars for brokers of mutua
The company would be an investment advisefunds3 In addition, the Office of the Comptrol-
registered with the Securities and Exchangéer of the Currency (OCC) had also authorizec
Commission (SEC) under the Investment Comsubsidiaries of national banks to provide mar
pany Act of 1940. The company'’s acquisition ofketing and advertising support to mutual funds
the partnership would also include a memberin connection with their brokerage and advisory
ship interest in a services firm that would pro-services.
vide transfer-agency services to mutual funds As for the distribution and sales of the funds,
advised by the company (the funds). it was proposed that an independent distributc
The FBO, among other things, proposed tde given that responsibility.The independent
provide marketing support to a mutual fund bydistributor would serve as the principal under-
directly contacting broker-dealers, 401(k) plarwriter of the funds and would enter into sales
providers, financial planners, insurance compagreements with financial intermediaries to sel
nies, and other financial intermediaries to recshares of the funds on their behalictual sales
ommend the funds. It would be primarily would be conducted by the independent dis
responsible for the development of marketingributor or by an independent broker-dealer fol
plans and the preparation of advertising anthe funds.
sales literature materials for the funds. The The FBO did not propose to solicit retail
Board had not previously considered whether austomers to purchase shares in particular fund
bank holding company could provide promo-to accept orders for the purchase of shares, or
tional or marketing services to the extent thaengage in any retail sales activities. Neither th
was proposed. company nor any of its employees would receive
transaction-based income or commissions i
connection with the company’s promotional or

3600.28.1 CONTROL marketing activities.

CONSIDERATIONS INVOLVING The company would have primary responsi:
PROMOTIONAL AND MARKETING bility for preparing the advertising and market-
ACTIVITIES ing materials. The independent distributor, how:

ever, would be responsible for placing all

Under the Glass-Steagall Act, a company thadvertisements. The independent distributo
owns a member bank may not own or controlvould also have legal responsibility, under the
“through stock ownership or in any other man-rules of the National Association of Securities
ner” a company that engages principally in dis-Dealers (NASD), for the form and use of all
tributing, underwriting, or issuing securitiés. advertising and sales literature prepared by th
The Board has found that this provision prohib-company, and would also be responsible fo
its affiliates of banks from sponsoring, organiz{iling these materials with the NASD or SEC.
ing, or controlling a mutual fund. The Board For the reasons cited, the Board believed the
previously has determined, however, that théhe promotional and marketing activities pro-
Glass-Steagall Act does not prohibit a bank
holding company from providing advisory and
administrative services to a mutual fuad. 3. See 1993 FRB 626 (footnote 15). N

The proposed promotional and marketinq 4. The FBO committed that none of its U.S. affiliates,

L . . ncluding the company, would be obligated by any agreemer
activities would not, it was believed, cause tth engage in any sales activities with regard to shares of th
FBO to control the funds or to be involved infunds, nor would such affiliates enter into any distribution

the underwriting and distribution of the funds’agreement with the funds without the prior approval of the

o f Board.
securities to the public. The proposed promo 5. The funds could enter into distribution agreements with

tional activities involved contact only with finan- jyermediaries, but in no event could the company enter int
cial intermediaries. The activities are similar tosuch agreements.

1. 12 U.S.C. 221a and 377. BHC Supervision Manual June 1999
2. See 12 C.F.R. 225.28(b)(6) and 12 C.F.R. 225.125. Page 1



Broader Marketing Plans and Advertising and Sales Literature for Mutual Funds 3600.28

posed by the FBO would not involve the com- The Board had previously authorized a bank
pany in the underwriting or distribution of sharesholding company to have director and officer
of the funds for the purposes of the Glassinterlocks with mutual funds that the bank hold-
Steagall Act. ing company advises or administér§he Board
concluded that the proposed interlocks between
the company and the funds, in this case, would
not compromise the independence of the boards

3600.28.2 MANAGEMENT of trustees of the funds, compromise the inde-
INTERLOCK CONTROL pendent distribution of the funds, or result in
CONSIDERATIONS control of the funds by the FBO.

Based on the facts given, the Board con-

The FBO also proposed that the chief executivéluded that the control of the funds would rest

officer serve as the chairman of the four-membeWith the independent members of the boards of
board of trustees of the funds and that no morfustees of the funds, and that the proposed
than three officers or employees of the companijterlocks between the company and the funds
serve as junior-level officers of the funds. Thevould not compromise the independence of the
employees would serve as assistant secretagards of the funds or permit the FBO to con-

assistant treasurer, or assistant vice president @@l the funds. The Board concluded that the

the funds, and would be supervised by the boar@roposal was consistent with the Glass-Steagall
of trustees or senior-level officers. TheseAct. The notice was approved on June 16, 1997.
employees would have no policymaking authorSee 1997 FRB 679, 1998 FRB 107577, 1998
ity at the funds and would not be responsibld-RB 852-853, and 1998 FRB 680-82.

for, or involved in, making recommendations on

policy decisions. No employee or officer of the

company would serve as a senior-level officer

of the funds. 6. See 1996 FRB 1129.

BHC Supervision Manual June 1999
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Permissible Activities by Board Order (Providing
Employment Histories to Third Parties) Section 3600.;

A bank holding company gave notice undemgrantors for use in making decisions to extenc
section 4(c)(8) of the Bank Holding Companycredit is an activity that is closely related to
Act (BHC Act) (12 U.S.C. 1843(c)(8)) and sec-banking.

tion 225.23 of the Board’s Regulation Y

(12 C.F.R. 225.23) of its intention to engage

de novo through its mortgage subsidiary in pro3600.29.2 NON-CREDIT-RELATED
viding employment histories to third parties forEMPLOYMENT HISTORIES

a fee.

The employment histories to be provided byThe bank holding company also intends to pro
the mortgage subsidiary would include the namegde employment histories to third-party deposi-
of past and current employers of an individuatory institutions and their affiliates, including
and the salary and length of employment focredit unions and their affiliates, for use in the
each position, if the individual has consented toegular course of their business, including the
the release of such information. The mortgagliring of employees. The mortgage subsidiary
subsidiary would compile an individual's would provide this information to such entities
employment history from information available only with the express consent of the individual
from state departments of employment servicesivolved. Regardless of whether the customer i
and other similar sources. This information wouldh third-party depository institution or other credit
be provided for a fee to any third-party creditgrantor, the activity would only involve provid-
grantor for the purpose of assessing the credithg employment information. The bank holding
worthiness of a prospective borrower. company does not plan to provide any addi

tional service, such as analyzing an individual’s

creditworthiness. The bank holding company
3600.29.1 CREDIT-RELATED committed that its mortgage subsidiary will
EMPLOYMENT HISTORIES comply with the FCRA and all applicable state

and federal laws and regulations in performinc
The mortgage subsidiary will provide employ-the proposed activity.
ment histories to third-party credit grantors, The Board had not previously determined
including depository and nondepository grantwhether providing such employment informa-
ors, for use in making decisions to extend credition to third parties for a fee is closely related to
only with the express consent of the individuabanking under section 4 of the BHC Act and,
involved. The bank holding company commit-therefore, permissible for bank holding compa:
ted that the mortgage subsidiary will complynies. The Board had previously permitted banl
with the Fair Credit Reporting Act (15 U.S.C. holding companies to provide employment
1681 et seq.) (FCRA) and all applicable staténformation, including employment histories, to
and federal laws and regulations. depository institutions and their affiliates in con-

In the normal course of their lending activi- nection with the provision of career counseling
ties, banks collect and analyze employment anskrvices (see section 3600.15.B Tp the extent
salary information, including names of past andhat these organizations use the information t
currentemployers and salary histories. The Boarde provided by the mortgage subsidiary for
previously determined that providing past credibther purposes, it will only be used in con-
information, which includes employment his-nection with the operation of their banking
tory information, to a credit grantor who is business.
considering a borrower’s application for credit The Board thus concluded that providing
is an activity that is closely related to bankingemployment histories for use by depository
and permissible for bank holding compantes.institutions and their affiliates in the regular
Accordingly, the Board concluded that provid-course of their business is an activity that is
ing employment histories to third-party creditclosely related to banking. For these reason:

the Board, on May 8, 1995, approved the banl
holding company’s notice to provide such

1. Credit grantors could include lessors if the leasing trans€MPloyment information (1995 FRB 732). The

action was the functional equivalent of an extension of credit.__

2. See Regulation Y, section 225.25(b)(24) (12 C.F.R. 3 See 1994 FRB 51.
225.25(b)(24)). The bank holding company committed that it
would not promote its mortgage subsidiary as a provider of .
employment information to non—depository institutions forBHC Supervision Manual December 1996
general business purposes unrelated to credit decisions. Page 1
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approval was specifically conditioned on com-
pliance with the commitments made in connec-
tion with the notice.

BHC Supervision Manual December 1996
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Permissible Activities by Board Order
(Real Estate Title Abstracting) Section 3600.:

A bank holding company (the notificant) gave The Board believes that the proposed rec
notice under section 4(c)(8) of the Bank Hold-estate title abstracting activities are integrally
ing Company Act (BHC Act) (12 U.S.C. related to the provision of loans secured by ree
1843(c)(8)) and section 225.23 of the Board'sstate. A bank must be aware of any encum
Regulation Y (12 C.F.R. 225.23) of its intentionbrances on property that serves as collateral fc
to acquire a title abstracting company (the coma loan made by the bank. Banks in the stat
pany) and thereby engage in real estate titlypically rely on an attorney’s opinion, based on
abstracting in the state of lowaReal estate title information in an abstract of title, to determine
abstracting, as proposed by the notificant, ithat they have a secured position in real estat
limited to reporting factual information concern-serving as collateral. The abstract of title pro-
ing the interests or ownership of selected realides information necessary to determine tht
property. An abstracter obtains this informatioradequacy of the real estate collateral for the loa
by performing a “title search” of records main- and is an integral part of secured real estat
tained at a local public records office to deterlending in lowa. Thus, the bank has a particula
mine the ownership history of the property,need for the information in the abstract of title.
including any liens, encumbrances, mortgagegccordingly, the Board believes that the pro-
or future interests affecting it. The abstracteposed activities are integrally related to the
then prepares a written report, also known as gorovision of secured real estate lending anc
“abstract of title,” that recites the results of thetherefore, are closely related to banking.
title search. Because lowa state law does not The Office of the Comptroller of the Cur-
permit the sale of title insurance, real estateency (OCC) has authorized national banks
lenders obtain the opinion of an attorney certify-conduct this activitg. The OCC has concluded
ing that title to a particular parcel of real prop-that the performance of a title search and thi
erty is free of defects. The abstract of titlepreparation of an abstract of title are necessat
provides the factual information necessary foparts of the real estate lending process and th
the attorney to determine whether a lender would would be convenient and useful under the
have an unencumbered security interest in thapplicable standards in the National Bank Ac
property to be mortgaged. for national banks to be able to perform these
The notificant proposes to provide real estateasks themselves.
title abstracting services to affiliated and unaf- The proposed activities are not equivalent tc
filiated lenders in an lowa county. The companyproviding title insurance—an activity that is not
would perform the proposed activities in con-generally permissible under section 4(c)(8) o
nection with real estate loans made by affiliatethe BHC Act® Title insurance generally includes
or unaffiliated companies and, in certain case@rovidinganindemnification againstlosses result
when no financing is provided, such as in coning from a title defect discovered after the con-
nection with intrafamily transfers of real estateveyance of property. Title insurance typically
and property distributed as part of estate planningrotects a purchaser or lender against claims ni
The notificant would not provide any insurancedentified by a title search or claims not specifi-
against title defects, guarantee any title, or proeally exempted by the title insurance policy. The
vide any certification with respect to a title. Thenotificant does not propose to certify or guaran
notificant would be liable for damages causedee title and would not be liable to the purchase
by negligence in performing a title search bubr the lender for any title defects.
would not be responsible for any defects in the The Board concluded, based on all the fact
title.2 The equivalent of title insurance in lowa of record, that the proposed activities are closel
is provided by the attorney who certifies that theelated to banking and approved the notice ol
title is free from defects. The Board has not
preVIOUSIy de:termmed that providing real es'.:ate 3. OCC Interpretative Letter No. 450, September 22, 1988
title abstracting is closely related to banking 4 national banks are not permitted to sell title insurance.
under section 4(c)(8) of the BHC Act and, there- 5. Section 4(c)(8) provides that insurance agency, broker

fore, permissible for bank holding companies. age, and underwriting activities are not “closely related to
banking” and, thus, are not permissible activities for bank

holding companies, unless the activities are included withir

one of seven specific exemptions (A through G) in sec:

— . . tion 4(c)(8) (12 U.S.C. 1843(c)(8)(A)—(G)).

1. Notificant would merge the company into its wholly
owned leasing subsidiary. .
2. Title abstracters may insure against liability for negli-BHC Supervision Manual December 1996

gence by purchasing an errors and omissions policy. Page 1
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3600.30

June 30, 1995 (see 1995 FRB 805). Approval of
the proposal was specifically conditioned on the
notificant’'s compliance with the commitments

made in connection with the notice.

BHC Supervision Manual December 1996
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Impermissible Activities
Section 3700.0

The BHC Act states that a nonbank activity isholding company may be granted an exemptio
impermissible unless explicitly exempt from thefrom section 4 of the Act (i.e., family, hardships,
general prohibition of section 4. While this etc.) which allows it to engage in activities that
could cause an unlimited list of impermissiblewould otherwise be impermissible. Because o
activities, the Board has compiled a list of activ-the variety of factors which must be considered
ities which have been specifically determined tahe examiner should exercise care when dete
be impermissible (see Manual section 3000.0nining the permissibility of an activity for a
Appendix 3). bank holding company.

The inspection objective is to determine The subsections of this chapter present
whether a specific activity conducted by a banlselected numbeof those activities which have
holding company or its subsidiary is permissiblébeen determined to be impermissible for bani
for the bank holding company. The Board ha$iolding companies. While an activity is permis-
ruled specific activities to be impermissiblesible only after it has been determined as suc
although it has stated also that certain impemy the Board, it must be remembered that ir
missible activities may be engaged in undedetermining permissibility, the Board has in
limited special circumstances. some instances (i.e., data processing service

In addition, a bank holding company may becourier services, etc.) included restrictions whict
entitled to grandfather privileges which are conwould limit the overall nature or performance of
sidered as either permanent (where there is rthe activity. Therefore, even the permissible
deadline for termination of an activity) or tem- activities may become impermissible ifthe actions
porary, in which case the activity must haveof the bank holding company are not in accor-
been terminated prior to December 31, 1980. Alance with the stated restrictions.

BHC Supervision Manual December 1992
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Impermissible Activities
(Land Investment and Development) Section 370(

The Board of Governors has ruled that lanalosely related to banking as to be a prope
developmeritis impermissible for bank holding incident thereto, and that insofar as the applica
companies. However, for land acquired througltion pertains to those activities, it should be
foreclosure, a limited amount of developmentlenied.”
may be allowed in an effort to minimize the The determination that limited development
potential loss on the project. Each case must Her land acquired through foreclosure is permis:
considered separately to determine if it warrantsible is containedin a Board order dated Novembe
additional development. 1, 1973, in connection with an application by
The basic determination of impermissibility Liberty National Corporation, Oklahoma City,
was established by the Board in denying a por©klahoma, to retain Liberty Mortgage Com-
tion of the application by UB Financial Corp., pany, Oklahoma City, Oklahoma (1973 FRB
Phoenix, Arizona, to retain the H. S. Pickrell919), in which it is indicated that a limited
Company, Phoenix, Arizona (1972 FRB 429)amount of real estate development might b
The order stated in part, “The Board is of thepermissible if necessary to minimize losses ol
opinion that the activities of purchasing andreal estate acquired in connection with debt
selling of land or participating as a joint ven-previously contracted.
turer in real estate development are not so

1. The Board, by specific order, has permitted a limited
incursion into this area as an accommodation to BHCs acquir- .
ing thrifts or to thrifts that qualify as “banks” and seek to BHC Supervision Manual December 1992
form bank holding companies (1986 FRB 487, 731) Page 1




Impermissible Activities
(Insurance Activities) Section 3700.:

3700.2.1 PREMIUM FUNDING the application of First Oklahoma Bancorpora-
tion, Inc., Oklahoma City, Oklahoma, for prior
Insurance premium funding, sometimes knowmpproval pursuant to section 4(c)(8) of the Ac
as equity funding, is the financing of the sales ofo acquire sufficient additional shares of Under:
mutual fund shares and life insurance policies aariters Life Insurance Company, Oklahoma City,
a package. It should not be confused with loan®klahoma, so as to own at least 80 per cent ¢
made to an insured for the purpose of payinghe outstanding shares and thereby to engage
premiums on hazard insurance (insurance préhe activity of underwriting life insurance not
mium financing); in that case the lender may beold in connection with a credit transaction by &
named loss payee or owner of the policy and thbank holding company or a subsidiary.
lender has the right to submit the policy for In acting on the First Oklahoma application,
cancellation in order to collect the amount owedthe Board relied on an earlier decision denyinc
Insurance premium financing is a permissibl@n application by Transamerica Corporation
activity pursuant to Section 225.25(b)(1) ofSan Francisco, California, to retain its shares o
Regulation Y (Refer to 1974 FRB 310). Occidental Life Insurance Company of Califor-
The Board has determined insurance predia (1957 FRB 1014). In the Transamerica case
mium funding to be impermissible for banka hearing examiner found that the life insuranct
holding companies (12 C.F.R. 225.126). Thisinderwriting activities of Occidental were not
determination is based on the policies containeso closely related to banking to be a prope
in sections 20, 21, and 32 of the Banking Act ofincident to managing and controlling banks. In
1933 (the Glass—Steagall Act Provisions) athe First Oklahoma case, the application wa
described in the opinion of the United Stategpresented on the question of whether the activi
Supreme Court in Investment Company Instities of Underwriters Life were so closely related
tute v. Camp, 401 U.S. 617 (1971). to banking or managing or controlling banks a:
“In the Board’s opinion, the Glass—Steagallto be a proper incident thereto. The Board detel
Actprovisions, asinterpreted by the U.S. Supremmined in First Oklahoma, that there was nc
Court, forbid a bank holding company to sponteasonable basis for the contention that the a
sor, organize or control a mutual fund” (12 tivities of Underwriters Life were permissible.
C.F.R. 225.125). In enacting the Glass—Steagall The activity of acting as an underwriter (rein-
Act, Congress indicated that affiliations of com-surer) for credit life and credit accident and
mercial banks and securities companies givhealth (disability) insurance is, however, consid
rise to a potential conflict of interest and un-ered a permissible activity (12 C.F.R. 225.135).
sound banking practices. Pursuant to section
4(c)(8) of the Act, the Board is required to
consider whether the performance of a particu3700.2.3 SALE OF LEVEL-TERM LIFE
lar nonbank activity by a holding company pro-INSURANCE
duces benefits to the public that outweigh possi-
ble adverse effects, such as potential conflict ofhe Board has stated that the sale of level-terr
interest and unsound banking practices. Therdife insurance is not covered by section
fore, the potential conflict of interest and un-225.25(b)(8)(ii) of Regulation Y. This position
sound banking practices arising in the affiliationwas stated in its order approving the applicatior
of commercial banks and mutual funds preby Fidelity Corporation of Pennsylvania, Rose-
cludes the Board from approving insurance premount, Pennsylvania, to acquire Local Financ
mium funding as a permissible banking activity.Corporation, Providence, Rhode Island, excep
ing those proposed activities of level-term life
insurance sales (1973 FRB 472). Insurance th
3700.2.2 LIFE INSURANCE does not decline in coverage as the outstandir
UNDERWRITING loan balance is reduced results in the insure
party carrying more insurance than is necessal
The life insurance discussed in this section iso cover the outstanding loan balance. Becaus
that life insurance which is not sold in connec-of this position, the Board would not allow the
tion with a credit transaction by a bank holdingsale of this type of insurance by the applican
company or its subsidiary. The Board has rule@nd its subsidiary.
that this activity is impermissible for bank hold-
ing companies (12 C.F.R. 225.126). The BO&I’@HC Supervision Manual December 1992
developed its position during consideration of Page 1




Impermissible Activities (Insurance Activities) 3700.2

3700.2.4 UNDERWRITING REAL Superior Claim Service, both of Florence, North
ESTATE MORTGAGE GUARANTEE Carolina. These companies engaged, respec-
INSURANCE tively in the activities of underwriting property

and casualty insurance related to extensions of
Mortgage guaranty insurance is essentially aredit by NCNB’s affiliates, in adjusting insur-
limited guarantee of a mortgage loan. Such inance claims and in appraising and valuing prop-
surance typically covers the top 20 or 25 percergrty in connection therewith. Neither of these
of a mortgage loan. In the event of default byactivities had previously been determined by the
the borrower, the lender acquires title to theBoard to be closely related to banking. The
property and then submits a claim to the insureBoard concluded that the circumstances pre-
The insurer then has a choice of two optionssented did not provide a reasonable basis for
(1) take title to the property and pay the lendebelieving that the proposed activity was closely
the unpaid principal and interest; or (2) pay theelated to banking or managing and controlling
lender the 20 or 25 percent insured portion obanks (1978 FRB 506).
the loan, with the lender retaining title to the
property.
The Board has determined that “the under3700.2.6 TITLE INSURANCE
writing of mortgage guarantee insurance is prin-
cipally a credit determination, similar to thoseThe Board issued a letter (See Board letter re
made by banksintheirregular course of businessshdependence Bancorp, Inc., dated 3/17/86) to a
(1974 FRB 727). Therefore, this activity is con-bank holding company which filed an applica-
sidered closely related to banking for purposeton with the Board to acquire de novotitle
of permissibility under section 4(c)(8) of the abstract company which planned to engage in,
Act. However, the Board noted that the privateamong other things, the sale of title insurance.
mortgage insurance industry was relatively younghe sale of title insurance had not been previ-
and still developing with a limited, untested,ously approved by the Board as a permissible
operating history. In addition, the Board be-nonbanking activity. In responding to the appli-
lieved that the times were such that it wasation, the Board determined that the proposed
“desirable for bank holding companies generiitle insurance activities were not closely related
ally to slow their present rate of expansion ando banking.
direct their energies toward strong and efficient The Board’s discretion to decide what types
operations within their existing activities, ratherof insurance activities are closely related to
than toward expansion into new activities” (thebanking was removed by the Garn—St Germain
go-slow policy), and, therefore, concluded thabDepository Institutions Act of 1982 (“Garn
it would not be appropriate to adopt the underAct”), which amended section 4(c)(8) of the
writing of mortgage guarantee insurance as peBHC Act. The Garn Act stated that “it is not
missible for bank holding companies. closely related to banking or managing or con-
trolling banks for a bank holding company to
provide insurance as a principal, agent, or
3700.2.5 UNDERWRITING PROPERTY broker . ..” The Garn Act lists certain specific
AND CASUALTY INSURANCE exceptions to this general prohibition, none of
which permits the sale of title insurance. The
On May 12, 1978, the Board denied NCNBBoard thus concluded that the Garn Act does
Corporation’s application to retain its indirectnot allow it the discretion to approve this type of
subsidiaries, Superior Insurance Company anabnbanking activity.

BHC Supervision Manual December 1992
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Impermissible Activities
(Real Estate Brokerage and Syndication) Section 370

3700.3.1 BROKERAGE the application of BankAmerica Corporation,
San Francisco, California, for prior Board ap-
Real estate brokerage is the negotiating of a reptoval to engagele novounder section 4(c)(8)
estate contract between a buyer and seller faf the Act in the activity of real estate syndica-
which the broker receives a fee or commissiomion through a subsidiary, BankAmerica Realty
and in which the broker takes no possessorgervices, Inc., San Francisco, California. The
interest in the subject matter of the contract. Th8oard concluded that the subsidiary’s propose
Board has stated that this activity is consideredctivities of organizing, promoting, selling part-
impermissible for bank holding companies. Thenership interests, and acting as the sole gener
Board’s position was expressed in its ordepartner of real estate syndicates went beyon
approving an application by Boatmen’s Bancthe functions performed by an advisory com-
shares, Inc., St. Louis, Missouri, to acquirgpany to a real estate investment trust permiss
Williams, Kurrus and Company, St. Louis, Mis- ble under section 225.25(b)(4) of Regulation Y.
souri (1972 FRB 428). The Board stated that it The Board also stated that it felt that the
had determined that real estate brokerage actiypolicies contained in sections 20 and 32 of the
ties were not so closely related to banking oBanking Act of 1933 (the Glass—Steagall Act
managing or controlling banks as to be a propeProvisions) must be considered in conjunctior
incident thereto. Since Boatman'’s had not demwith section 4(c)(8) of the Act. These policies,
onstrated to the Board’s satisfaction that the realescribed in the opinion of the United States
estate brokerage field activities are so closelgupreme Court in Investment Company Insti-
related to banking or managing or controllingtute v. Camp, 401 U.S. 617 (1971), forbid a
banks as to be a proper incident thereto, thkank holding company to sponsor, organize o
Board approved the Boatman’s application omontrol an open-ended investment compan
the condition that Boatman’s terminate its rea(mutual fund) or a closed-end investment com
estate brokerage activities. pany primarily or frequently engaged in the
issuance, sale and distribution of securities
Because the activities of real estate syndicatio
3700.3.2 SYNDICATION resemble the issuance, sale and distribution ¢
securities of a closed-end investment compan
The Board ruled that this activity is not permis-this activity is not permissible for a bank hold-
sible for bank holding companies. The Board’'dsng company (12 C.F.R. 225.125).
position was developed during consideration of

BHC Supervision Manual December 1992
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Impermissible Activities
(General Management Consulting) Section 370(

The Board has stated that general managemeamwanted conflict of interest situations for BHCs
consulting is not so closely related to banking othat advised clients that were also customers ¢
managing or controlling banks as to be a propets own subsidiary banks. The Board also desire
incident thereto. This ruling is contained in theto maintain a distinct separation between bank
Board’s order denying the application of Firsting and commerce.
Commerce Corporation, New Orleans, Louisi- In its order denying the application of Marine
ana, to acquire W. R. Smolkin & AssociatesMidland Banks, Inc., Buffalo, New York, to
Inc., New Orleans, Louisiana. In its order theacquire Carter H. Golembe Associates, Inc.
Board describes general management consultiMfashington, D.C., the Board further defines the
as follows: concept of management consulting by statin
“. .. including, but not limited to, the provi- that Golembe, ¥. . provides consulting services
sion of analysis or advice as to a firm’son a confidential basis to banks, bank holding
(i) purchasing operations, such as inventory coreompanies and bankers’ associations. It make
trol, sources of supply, and cost minimizationbank feasibility studies and renders advice wit
subject to constraints; (ii) production operatespect to geographic expansion, product extel
tions, such as quality control, work measuresion, mergers and acquisitions and application
ment, product methods, scheduling shifts, timéo State and federal regulatory agencies. A pol
and motion studies, and safety standardsionof Golembe’s consulting services alsorelate
(i) marketing operations, such as market testto internal bank operations, such as marketing
ing, advertising programs, market developmentrust and bank credit card operations and loan ¢
packaging, and brand development; (iv) planinterest rate policies. Other studies and analyse
ning operations, such as demand and costre performed upon request of individual banks
projections, plant location, program planningGolembe also provides advice with respect t
corporate acquisitions and mergers, and detethe organization and operation of State Bankers
mination of long-term and short-term goals;associations and serves as a consultant to va
(v) personnel operations, such as recruitmengus banking groups with respect to legislative
training, incentive programs, employee compenand regulatory matters affecting the banking
sation, and management-personnel relationgdustry. The foregoing consulting services fur-
(vi) internal operations, such as taxes, corporateished by Golembe are considered by the Boar
organization, budgeting systems, budget corto be but a specialized form of managemen
trol, data processing systems evaluation, ancbnsulting.” (1972 FRB 676)
efficiency evaluation; or (vii) research opera- Management consulting to nonaffiliated com-
tions, such as product development, basimercial banks and nonbank depository institu
research, and product design and innovationtions has been determined by the Board to be
(1972 FRB 674) The Board denied the case angermissible activity for bank holding companies
determined that the activity of providing generalunder section 4(c)(8) of the Act (Regulation Y,
management consulting services could lead teection 225.25(b)11, as amended).

BHC Supervision Manual December 1992
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Impermissible Activities
(Property Management) Section 3700

The Board has ruled that this activity is imper-subsidiary concerning property managemen
missible for bank holding companies. Howeverthe Board described in its order the three type
bank holding companies may conduct propertpf property, as shown above, for which a hold-
management activities for three types of proping company or its subsidiary could engage ir
erty as follows: property management activities (1972 FRB 652)
1. Property held in a fiduciary capacity; In addition to the prohibition of property
2. Property owned by the holding companymanagement activities in general, the Board ha
or its subsidiary for its own bank and bank-ruled that the operation of a commercial parkinc
related operations; lot is impermissible. In its order approving the
3. Property acquired by the holding companyapplication by Multibank Financial Corpora-
or its subsidiary as a result of a default on a deliton, Boston, Massachusetts, to acquire th
previously contracted. B. M. C. Durfee Trust Company, Fall River,
The Board announced on June 30, 1972, thlassachusetts, a commercial bank, the Boar
it would not include this general activity on thestated that operating a commercial parking lo
list of permissible activities. Because the Boardvas not considered closely related to bankin
did not intend to limit any authority given by and conditioned its approval on divestment of
statute or regulation to a holding company or itshe parking lot operation (1973 FRB 679).

BHC Supervision Manual December 1992
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Impermissible Activities
(Travel Agencies) Section 3700.¢

The Board through its rulemaking authority didauthority to engage in travel agency activities
not include operating a travel agency on the listinder the Act unless grandfathered.
of permissible activities for bank holding com- On April 2, 1979, the Board issued a letter, a
panies. This activity is considered not to becopy of which went directly to all bank holding
closely related to banking or managing or coneompanies engaging in the activity of operating
trolling banks (1976 FRB 148). The Board refer-a travel agency pursuant to section 4(c)(5) of th
enced a decision of the United States Court oAct, indicating that no bank holding companies
Appeals for the District of Columbia, Courier could engage in the activity solely pursuant tc
Association vs. Board, 516 F. 2d 1229 (1975). section 4(c)(5) and that those engaged in suc
The Board felt the only relevant criteria for activity had to terminate the activity by Decem-
this activity was whether banks have generallyer 31, 1980 (Z-8421 on office copy only).
provided the service. The Board noted that there Subsequently, a bank holdingcompany applie:
were few bank-affiliated travel agencies, mosto the Board to acquire a company (“Company”)
of which had only been recently establishedthat engages in a variety of data processing ar
The Board concluded that operating a traveflata transmission activities for customers. Th
agency was not closely related to banking. Company’s data bases that are provided to cu
On June 1, 1978, the Comptroller of the Curtomers included a program by which customer
rency issued Banking Circular No. 108, whichcould receive airline and hotel information and
requested all national banks then operating travebuld make airline and hotel reservations. Thg
agencies, to divest themselves of those agenciB®ard determined that the receipt of such infor:
within a reasonable period of time not to exceednation and the ability to make airline and hotel
three years. The Comptroller’s office concludedeservations was not closely related to banking
that the continued operation of a travel agencyccordingly, the Board required, as a condition
by a national bank is inappropriate and mayor approval of the application, the bank holding
expose the bank to a substantial risk of loss bgompany to eliminate the travel reservation ser
litigation. This action by the Comptroller pre- vice from the roster of third party data base
cludes bank holding companies from relying orprograms provided by Company (Refer to 198¢
section 4(c)(5) of the Act to conduct travelFRB 497).
agencies. Thus, holding companies have no
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Impermissible Activities (Providing Credit Ratings on Bond
Preferred Stock, and Commercial Paper) Section 370

As part of the Security Pacific Corporation’sfore proposed a number of techniques for isolat
(bank holding company) application to acquireing the credit rating activities of the Company
Duff & Phelps, Inc. (Company), which engagedfrom influence by the Applicant, including the
in investment advisory, investment manageestablishment of a separate corporation with
ment, and financial advisory services, the Boardjumber of independent directors, a prohibitior
on December 11, 1984, denied the Applicant'®n contacts between the Applicant and the men
request to engage in the activity of providingbers of the Company’s Credit Rating Commit-
credit ratings on bonds, preferred stock andee, and also certain record keeping require
commercial paper. Private credit ratings werenents for that committee.
included as part of the investment research The Board considered these positive sugge:
reports sold to institutional investors. The Com+tions as well as others to assure full disclosur:
pany also provided credit ratings on a fee basisf the relationships between the Applicant anc
for companies that request public disclosureany of the companies that would be rated by th
As part of the public rating process, the ratedCompany as well as a prohibition on the Com:-
company is given the opportunity to make gpany rating the Applicant’s securities, securities
presentation to the Company's Credit Ratingvhich the Applicant has underwritten, or securi-
Committee. ties for which the Applicant provided a guaran-
In this situation, the Security Pacific Corpora-tee or backup letter of credit. The Board, how-
tion had a vested interest in the ratings of thever, believed that the conflicts in the relationshiy
corporations to which it lends in the ratings ofbetween a major lender and a credit rating com
municipal bonds it underwrites, in the ratings ofpany were so pervasive that they could not b
the commercial paper and municipal bonds foovercome through adoption of an information
which it provides backup lines of credit, and inbarrier. The employees of the Company woulc
the ratings of fixed-income securities which itinevitably be aware of interests of the Applicant
holds for trades. Numerous potential conflictsn firms being rated by them and, it seems
existed such as: possible inadvertent releases i@asonable to assume that this knowledge coul
confidential information obtained during theat times, influence their decisions.
credit rating process; the advance release to the The Board’s concerns regarding conflicts of
Applicant of credit ratings for companies tointerest with respect to the credit rating activity
which the Applicant had very large loans out-were not based on any doubts regarding th
standing; the potential for pressures by the Appliintegrity of the parties to the application, but
cant on the Company to modify favorably therather were based on the Board'’s responsibilit
credit rating of one of the Applicant’'s major to assess the possible adverse effects that mig
customers; and the subtle pressure on the Corhe associated with an affiliation between a ban
pany'’s staff resulting from ownership by Appli- holding company and a public credit rating
cant about companies in which the Applicanbrganization. Thus the Board was acting in fur-
had a substantial interest. Similar conflicts couldherance of one of the general purposes of th
have also arisen between the Company’s crediank Holding Company Act, “to prevent possi-
rating function and the Applicant’'s investmentble future problems rather than to solve existing
of trust assets. ones.” The Board, in view of the pervasive
The Applicant acknowledged the potentialconflicts of interest between the Applicant’s
conflicts but argued that various steps could bexisting operations and the Company’s credi
taken to ameliorate them and bring them withirrating business, decided against approving th
a manageable framework. The Applicant thereperformance of public credit ratings.
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Impermissible Activities (Acting as a Specialist in Foreign-
Currency Options on a Securities Exchange) Section 37C

Currency options are a new and innovativasts (17 C.F.R. 240.11(b)(1)). In addition, the
aspect of foreign exchange. A currency optiodRS formerly granted special tax treatment tc
represents the contractual right (but not the oblispecialists transactions.
gation) to purchase or sell a predetermined The rules of the PHLX require that odd-lot
amount of currency at a specific price at anyrders must be given to the specialist. The spe
time before a specific date. Currency-optionsialist functions as a broker with respect to
advocates argue that currency options eliminateertain transactions that cannot be executed &
the risk of a loss due to exchange movementfioor traders immediately, for example, stop-los:
and give the holder a chance to profit if theorders and limit orders. All such orders are
currency fluctuation is favorable. They require ajiven to the specialist for execution and becom
premium to be paid when the contract is enteregart of his “book”; PHLX rules address priority
into. The premiums can run from about 1.5 perof orders (customers’ orders receive priority)
cent to 5 percent, depending on the expiratioand conflicts of interest by governing special-
date and the exercise price of the option. ists’ trades and those of affiliated persons an
Currency options are traded on two types ofirms in “securities” in which the person is
markets: the over-the-counter, or interbanikdesignated as specialist.
market, and on three regulated exchanges, theThere is one specialist position for each cur:
Chicago Mercantile Exchange (CME), the Chirency option traded on the PHLX, and the pri-
cago Board Options Exchange (CBOE), and thenary function of a specialist is to act as marke
Philadelphia Exchange (PHLX). The CBOE, amaker, as necessary, for its assigned currenc
securities exchange, uses multiple “market makeption. The specialist thus undertakes all activ
ers” instead of specialist positions; the CME, aity, including dealing for its own account, to the
commodities exchange, like other commoditiegxtent necessary, as required to maintain a fa
exchanges, does not use specialist positions. and orderly market in options on a particular
Most of the writing of currency options is currency. In essence, the specialist makes a co
currently done by banks which will customizetinuous two-sided market in the assigned cur
the option, with maturity dates and currencyrency option when market forces do not.
values in excess of the standardized exchangeAlthough currency options are functionally
contracts. Banks developed the over-the-countequivalent to other instruments which banks
market where they trade currency options amongegularly deal in for their own account, the
themselves, and banks are also the largest cuspplicant’s proposed activities were not consid
tomers on the exchanges where they hedge tleeed as closely related to banking. The appli
risks associated with their foreign-exchangeant’'s analysis did not focus on the critical
positions. components of the proposed specialist activities
In general, the specialist system is unique tavhich are distinct from the foreign-exchange
securities exchanges, and specialists exist ftarokerage and dealing activities generally con
the purpose of achieving certain market resultslucted by banks. Because the proposed speci
Commodity exchanges do not use the servicdst activities are to be carried out in the contex
of specialists. The rules of the Securities andf market making on a regulated exchange, the
Exchange Commission permit the designatiowere significantly different from the foreign-
of specialists to “engage in a course of dealingexchange activities currently conducted by banks

for . . . therr . . . ownaccount to assist in the When a bank engages in foreign-exchange tra
maintenance, so far as practicable, of a fair anihg, it does so to service the needs of its custon
orderly marke. . .” provided that the securities ers and to generate trading profits. Howevel

exchanges adopt the following types of rulesuinlike traditional foreign-exchange trading, bank
governing specialists: minimum capital require<customers are not serviced directly by a specia
ments, rules to suspend or remove specialistsi$t. Instead, the exchange benefits from thi
they fail to perform their designated marketspecialist's efforts if markets are perceivec
functions, rules restricting dealing activities toto be deep and liquid. Depth and liquidity make
those reasonably necessary to permit the spthie contracts viable and the exchange profitable
cialist to maintain a fair and orderly market orand do not directly benefit the bank’s customers
necessary to permit him or her to act as an The applicant’s original proposal implicitly

odd-lot dealer, provisions governing his or helacknowledged that banks have not traditionall
brokerage activities in specialist securities, and
procedures to provide for the effective and sysBHC Supervision Manual December 1998
tematic surveillance of the activities of special- Page 1




Impermissible Activities (Specialist in Foreign-Currency Options on a Securities Exchang&j00.8

been involved with trading on stock exchangesary 1984, the Office of the Comptrol-
and thus have not generally possessed the exger of the Currency granted permission for Bank
rience and expertise in trading, hedging, andf America to act as the specialist in PHLX-
managing aggregate exposure required for thteaded options on the Deutschemark through a
successful operation of a specialist position. Th@int venture subsidiary with Tague Securities
applicants originally proposed to engage in th&€orporation. The Board, however, was not bound
activities through a joint venture because theyo a determination that specialist activities were
lacked the requisite trading expertise to profitelosely related to banking simply because one
ably undertake the activity alone. In its discusbank engages in the activity. Bank of America
sion of the management of risk exposure of thapparently considered it necessary to conduct its
specialist, the applicants originally stated, “Thespecialist activity through a joint venture with a
choice of the appropriate hedge to start with andecurities firm, which reinforced the view that
the monitoring over the life of the option of thatthe activity requires experience and expertise
hedge are specialized and difficult tasks thatot generally possessed by banks.
require expertise and experience.” Conducting Given the applicant's acknowledgment of the
exchange specialist activities requires the floorimportance of floor-trading expertise and experi-
trading experience and back-office capabilitiegnce to the specialist function, and the substan-
of an experienced exchange member. tive absence of bank involvement in such an
As of December 1984, only one commerciakctivity, the Board concluded that the proposed
bank, Bank of America, acted as a specialist imctivities were not closely related to banking
exchange-traded currency options. In Januand thus denied the applicant’s request.
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Impermissible Activities (Design and Assembly of Hardware for Processin
or Transmission of Banking and Economic Data) Section 3700.9

A bank holding company applied to acquire allbly of the hardware that provides the quotatior
the voting shares of a company (“Company”)information. In support of the argument, the
that engages in a variety of data processing artzhnk holding company asserted that competitor
data transmission activities for customers suchf Company also design and assemble the har
as securities and commaodities exchanges, brevare that provides the Company service.
kerage firms, commercial banks, savings and In view of the fact that finished hardware of
loan associations, insurance companies, arte type provided by Company is available, and
investment managers. In addition to engaging im fact, is marketed by companies providing
other nonbanking activities, the company designservices similar to Company, the Board founc
and assembles the hardware that is used in cotirat the continuation of Company’s design anc
nection with the services it provides. The Boardassembly of hardware activities could not be
had not previously considered whether the asonsidered “necessary” to the Company’s pro-
sembly of hardware designed for the processingision of its permissible data processing ser
and transmission of banking, financial and ecovices, and thus could not be considered inci
nomic data is closely related to banking or perdental to Company’s provision of permissible
missible as an incidental activity. services. As a condition for approval of the bank
The bank holding company stated that Comholding company’s application to acquire all of
pany’s assembly of hardware was incidental téhe voting shares of Company, the Board require
its provision of data processing services becaushe bank holding company to divest of Compa:
such assembly was necessary to assure the avaifs hardware assembly activities within two
ability, reliability, and quality of components years of the acquisition (Refer to 1986 FRB
used by Company, and that stock quotatiod97).
firms like Company could only assure such
product characteristics by the design and assem-
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Impermissible Activities
(Armored Car Services) Section 3700.1

In 1971 and again in 1984, the Board issued fofound that none of th&lational Couriercriteria
public comment proposals to expand the activiwere demonstrated by the record. The ALJ'
ties permissible to bank holding companiexonclusion relied on certain operational distinc:
under section 4(c)(8). Included in those propostions between the proposed armored car servict
als was the provision of armored car servicesand the services banks traditionally perform
The proposals would have authorized bank holdhemselves.
ing companies to provide fully insured trans- Following receipt of exceptions to the recom-
portation of cash, securities, and valuables (primended decision, the Board reviewed the entir
marily between commercial customers andecord of the proceedings and determined thg
financial institutions) and such ancillary serthe ALJ had erred in concluding that armorec
vices as coin wrapping, change delivery, maitar services were not “closely related to bank:
delivery, payroll-check cashing, servicing ofing.” The Board concluded that, even accepting
automatic teller machines, and leasing safes the factual findings, the slight operational dis-
commercial customers. tinctions cited in the recommended decisior
In response to both the 1971 and 1984 prowere not significant. The Board found that
posals, the Board received various comment@ithough there may be some distinctions betwee
against adding this activity to the Regulation Ybank-provided armored car services and the prc
list of permissible nonbanking activities, prima-posed full-service, for-hire armored car service
rily from armored car operators and their tradehe nature of the customers served and the ec
associations. The commenters maintained thabmic basis of the services provided do no
the activity is not closely related to banking butfundamentally alter the nature of the services. |
rather, is essentially a transportation activitywas therefore clear to the Board that the ser
requiring no banking expertise. vices then provided by the applicant as well a:
In view of the issues raised by the commentsther banks and bank holding companies t
on this activity and the minimal interest by bankthemselves and their customers are sufficientl
holding companies, the Board decided not tdoperationally and functionally similar” to the
add the activity to the Regulation Y list of proposed service as to equip banking organiz:
permissible activities. However, the Board statetions particularly well to perform the proposed
it would consider individual applications for service, and hence fulfill the secomdational
this activity (1973 FRB 898); 5Federal Regis- Couriertest.
ter 39,999 (1986). The Board expressed no The Board also noted that bank holding com:
opinion as to whether the activity would meetpanies are permitted to provide courier service
the National Couriertest and would be a proper for unaffiliated parties under section 225.25(b)(10
incident to banking. of Regulation Y. The only essential difference
In 1988, a bank holding company (the appli-between the two services relates to the intrinsi
cant) filed an application to engage in armoredalue of the materials transported. The Boar
car activities through a de novo nonbank subsidzoncluded that the services themselves wer
iary. After notice of the application was pub-certainly functionally and operationally similar,
lished, the Board received comments opposinthereby lending additional support to its favor-
the proposal and was requested to order a foable finding under the secodational Courier
mal hearing. In response, the Board publishetest.
an order requiring a formal public administra- The Board also found that the thifdiational
tive hearing on the application. One issue, amonGourier test was met, that the applicant hac
others, that the Board directed to be consideredemonstrated “the dependence of banks on
was whether the proposed armored car servicepecialized form of the proposed services.” The
were “so closely related to banking or manag-Board found that the record amply demonstrate
ing or controlling banks as to be a proper incithat banks are highly dependent upon the spe
dent thereto” under section 4(c)(8) of the BHCcialized transportation services provided by
Act. armored cars, which transport cash and valu
An administrative hearing was held onables with a high degree of security. The appli:
June 16 and July 11, 1989, before an administr@&ant was proposing to engage in just those spe
tive law judge (ALJ). The ALJ issued a recom-cialized services; it did not propose to start ¢
mended decision in which he concluded thageneral moving or trucking service. The recorc
the proposed armored car activities were nat
“closely related to banking” and recommendedBHC Supervision Manual December 1993
that the Board deny the application. The ALJ Page 1




Impermissible Activities (Armored Car Services) 3700.10

therefore supported a determination that théured, with section 23B of the Federal Reserve
third National Couriertest was also satisfied. Act.
Accordingly, the Board found, based on the Inits order, the Board stressed that the burden
record before it, that providing for-hire armoredof proof is upon an applicant to establish that
car services to the general public was an activitthe nonbanking activity it proposes to conduct—
that is closely related to banking. in this case the provision of armored car
This determination, however, is only one ofservices—isot onlyclosely related to banking,
two steps needed for the Board to approve hutalsoa “properincidentthereto.” The Board’s
nonbank activity for a bank holding company.review of the entire proceeding disclosed certain
The Board must also find that the activity is aaspects of the application that appeared on its
“proper incident thereto.” On this issue, theface to violate the arm’s-length transaction
ALJ declined to make any factual or legal deterfequirement of section FRA 23B. In the Board’s
minations concerning the proper-incident test oview, a proposal to engage in nonbanking activ-
state branching laws. However, under the Board'éies pursuant to section 4(c)(8) will not produce
rules (12 C.F.R. 262.4 (1990)), the ALJ washet benefits to the public, as required under the
required to provide a recommended decisiopublic-benefit test, if it violates the kind of
with regard toall unresolved issues prior to astatutory requirement, such as section 23B, that
final Board determination (12 C.F.R. 263.11). Awas specifically intended to prevent unsafe or
final disposition on the application thereforeunsound banking practices when a bank affiliate
was not possible at that juncture, and the Boareéingages in nonbanking activities.
remanded the case to the ALJ for a recom- The first potential violation would arise from
mended decision on the proper-incident starthe fact that the proposed service by the bank
dard and other unresolved issues (see 1990 FR®Iding company’s nonbank subsidiary to its
676). bank affiliate would cost more than the bank
In accordance with the Board's remand ordeivas paying for similar armored car services
a second formal hearing was held before thgrovided by an unaffiliated provider. The Board
ALJ. Additional evidence and post-hearing briefg1oted that although there may be a justification
were submitted, including evidence on the propeffor the higher pricing structure that would meet
incident test, in support of this and other unrethe standards set forth in section 23B, no justifi-
solved issues. The ALJ then issued his suppléation appeared in the record. The Board could
mental decision, which again recommendegherefore only conclude that the bank may not
denial of the application. The ALJ found that, inbe obtaining services from the nonbank provider
this case, the applicant’s record failed to providéon terms . . . atleast as favorable to such bank
a definitive proposal on which the Board could - . asthose prevailing for comparable transac-
make a determination under the proper-incideriions with or involving other nonaffiliated com-
test. The ALJ found that the applicant hadpanies,” as required by section 23B.
offered only a skeletal structure and operation The second potential violation of section 23B
plan that was fleshed out only to a limited extengrose from the absence of a “precise breakdown
at the hearings. In addition, the ALJ found theof the services the nonbank subsidiary will pur-
application and other facts of record to be defichase from the bank holding company’s subsid-
cient with regard to possible public benefits andary bank and the projected cost of those ser-
adverse effects. The ALJ further determined thatices,” as called for in the Board’s prior order in
the record had not shown that the proposethis matter. The applicant provided no detailed
activity, as structured, would be lawful undercost figures for the wide variety of services the
the branch-banking laws of the states in whictapplicant’s banking subsidiary was to provide to
the applicant proposed to operate. the nonbank subsidiary. The bank holding com-
Based on its review of the ALJ's supplemen-Pany proposed to charge the bank subsidiary an
tal decision and the remainder of the record, theestimated” percentage (the fee was admitted
Board determined that the record failed to supto have had no “factual basis” reflected in the
port a finding that the proposed armored cafecord) of the nonbank subsidiary’s direct oper-
activities, in this particular instance, would be sting expenses to cover all of the services pro-
“proper incident” to banking. The Board there- Vided by the bank holding company’s banking
fore adopted the ALJ’s recommendation to dengubsidiary to its nonbanking subsidiary. Under
the application, but only on the narrow ground$ection 23B, the provision of services by a bank

of inconsistency of the proposal, as then strudo an affiliate must be paid for on an arm’s-
length basis. This requires, where there are no

BHC Supervision Manual December 1993 comparable transactions between a bank and a
Page 2 nonaffiliate, that the bank’s provision of ser-




Impermissible Activities (Armored Car Services) 3700.1(

vices to its affiliate be on terms that in goodpotential violations of section 23B, on their
faith would be offered to, or would apply to, face, constrained the Board to deny the applice
nonaffiliated companies. The Board found thation as it was structured (see 1993 FRB 352).
the banking subsidiary would not in good faith The Board noted its denial did not affect the
have provided back-office services to an unaffilBoard’s prior ruling in the case that armored cal
iated armored car company by charging a flaservices are closely related to banking, and wa
fee that had no factual basis and without detemwithout prejudice to the filing of a new proposal
mining the relationship of the fee to the actuafrom which a favorable proper-incident finding
costs of providing the services. Therefore, theould be made.

BHC Supervision Manual December 1993
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Impermissible Activities
(Computer Output Microfilm Service) Section 3700.1

The authority of bank holding companies undetutions, such as mortgage companies. Withrespe
section 225.25(b) of the Board’s Regulation Yto this activity, the Board issued an interpreta:
to engage in data processing activities is intendeibn that authorizes bank holding companies tc
to limit those activities to providing facilities provide the formatting for computer output
that perform banking functions, such as checknicrofiim only as an output option for data
collection, or other similar functions for custom-otherwise permissibly processed by the holdin
ers that are depository or other similar insti-company system (1982 FRB 552).
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Impermissible Activities (Clearing Securities Options and Other Financial
Instruments for the Accounts of Professional Floor Trad&sejction 3700.12

A foreign banking organization subject to theformance of its customers to the clearing organi
BHC Act applied for the Board'’s approval underzation of the exchanges on which it operates.
section 4(c)(8) to engagde novothrough its After the start of trading on any day, Com-
subsidiary (Company), inthe exchange and cleapany would be obligated to settle each tradk
ance of: (1) exchange traded securities optiorsntered into by its customers even when thi
and other securities and (2) futures and optionsustomer may not have the financial resource
on futures that relate to financial instrumentsto honor its obligation. Since the trades have
The proposed customer base was comprised patready been executed by the time that the
marily of market makers and other professionalvould be presented to Company by these prc
floor traders dealing for their own accountsfessional floor traders, Company would be un
Most of the professional traders were expectedble to decline transactions that posed unaccey
to be market makers and specialists, includingble risk. On an intraday basis, professiona
individuals, small partnerships, or small corpotraders, who are not employees of Company an
rations, that were to trade primarily on the Chi-who trade in relatively volatile instruments,
cago Board of Options Exchange (CBOE). could expose Company to financial risks be:
Previously, the Board approved the executioyond the trader’s capacity to repay and beyon
and clearance of financial instruments as &ompany’s own resources.
permissible nonbanking activityUnder Board The applicants proposed to limit the risk ex-
precedent, the nonbanking subsidiary engaggubsure created by Company’s activities throug|
in such services has generally serviced a broatle establishment of risk guidelines and proce
range of retail and/or institutional customersdures that were intended to monitor the intrada:
Under this proposal, Company was to cleatrading activities of its floor traders. No such
trades for a specialized customer base consystem had been developed for the industry fo
prised primarily of professional floor tradersmonitoring the intraday activities of floor trad-
that executed trades for their own accounts. ers on a real-time basis. Most of Company’s
Nonbanking subsidiaries of BHCs, operatingraders would primarily operate on exchange:
in accordance with prior Board approvals, havehat used an open outcry system rather than ¢
generally performed both execution and clearelectronic trading system. As a result, Compan
ance services. By performing both services, theay not know its real-time committed positions
nonbank subsidiary is able to control riskuntil the end of the trading day and therefore the
because it executes the majority of the trangossibility existed that a floor trader could ex-
actions that it clears. The nonbank subsidiargeed Company’s risk limits and incur substan:
can refuse to execute an order that it deentsal losses before Company could act to mitigate
inappropriate or it can require additional fundsts credit risk exposure. Professional floor trad:
or collateral from the customeén advance of ers generally operate with much higher levels o
and as a condition to executing the transactionleverage than the average brokerage customer
Unlike prior Board cases, Company plans t@ securities firm. Since most of Company’s cus
provide primarily clearing services. As a cleartomers were to be market makers, such trade|
ing agent, it would guarantee the financial pereould at times take positions contrary to the
market.

3. With this arrangement clearing firms may also be liable
for the obligations of other members of the exchange. Genel
ally, losses of a failed member firm are covered in the follow-
ing order:

1. by the assets of the failed firm;
2. by the excess capital of the clearing organization;

1. Market makers on the CBOE are floor traders that h o
3. by the guarantee fund of the clearing organization;

perform a dealer function by trading for their own accounts, at
their own risk, and for their own profit. Market makers 2"d _ o

compete with other market makers assigned to the same class 4. by direct assessments made on surviving membe
of options. In contrast, floor brokers on the CBOE generally'™S-

act only as an agent, executing customer and firm proprietargince member clearing firms are the ultimate source of capitz
orders. ) ) for both the clearing association and the guarantee fund, th
2. Refer to sections 225.25(b)(3) (trust companies engagrviving firms will bear the ultimate burden of any loss.

ing in agency activities related to the clearing of securities);

225.25(b)(15) (securities brokerage activities); 225.25(b)(18(é .

(execution and clearance of futures and options on futures) #HC Supervision Manual December 1992
the Board’s Regulation Y. Page 1




Impermissible Activities (Clearing Securities Options and Other Financial Instruments for the
Accounts of Professional Floor Traders) 3700.12

Such circumstances potentially expose theimilar activities on foreign exchanges, and
clearing firms to substantial losses. If the clear€Company’s proposed risk management systems.
ing firm exhausts all or most of its capital in The Board concluded that the proposal, as it was
funding the obligations of floor traders that havecurrently structured (including the absence of an
lost substantial amounts of money in tradingeffective means to monitor and limit the poten-
parent companies of the clearing firm may havéal credit risk exposure to the parent bank hold-
to cover the firm’s remaining contingent liabili- ing company) involved potential adverse effects
ties. Such risks may be acceptable for somthat outweighed the potential public benefits.
nonbanking institutions currently providing theseThe Board thus determined that the balance of
services, but they may be inappropriate for U.Spublic interest factors that it is required to con-
domiciled banking organizations. sider under section 4(c)(8) of the BHC Act were

The Board carefully considered the benefitsiot favorable. The application was denied by
of the proposal, including the Applicants entrythe Board on January 9, 1991 (1991 FRB 189).
into a concentrated market, its experience with
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Financial Holding Companies
(Section 4(k) of the BHC Act)

Section 3900.0

The Gramm-Leach-Bliley Act (the GLB Act)
became effective on March 11, 2000. The GLB
Act authorized affiliations among banks, securi-
ties firms, insurance firms, and other financial
companies. To further this goal, the GLB Act
amended section 4 of the BHC Act to alow a
bank holding company (BHC) or foreign bank
that qualifies as a financial holding company
(FHC) to engage in a broad range of activities
that the GLB Act defines as financial in nature
or incidental to a financia activity, or that the
Board, in consultation with the Secretary of the
Treasury, determines to be financial in nature or
incidental to afinancial activity.

The GLB Act includes conditions that must
be met for a BHC or a foreign bank to be
deemed a “‘financia holding company” and
engage in expanded activities. The GLB Act
also alows an FHC to seek Board approval to
engage in any activity that the Board determines
(1) is complementary to a financia activity and
(2) does not pose a substantial risk to the safety
and soundness of depository institutions or the

financial system generally. BHCs that do not
qualify as FHCs are limited to engaging in those
nonbanking activities that were permissible un-
der section 4(c)(8) of the BHC Act before enact-
ment of the GLB Act.

The GLB Act provides that, in most cases, an
FHC may engage in or acquire the shares of a
company that is engaged in financial activities
without obtaining prior approval from the Board.
An FHC is instead required to provide a post-
commencement notice to the Board within 30
days after commencing a financia activity or
acquiring a company. See section 4(k) of the
BHC Act. Prior approval from the Board is
required to acquire or engage in the activities of
a savings association. Furthermore, section 4 of
the BHC Act authorizes an FHC to engage in
designated financial activities, including insur-
ance and securities underwriting and agency
activities, securitiesunderwriting, merchant bank-
ing, and insurance company portfolio invest-
ment activities.

June 2000
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U.S. Bank Holding Companies Operating as Financial Holding

Companies (Section 4(k) of the BHC Act)

Section 3901.0

To become afinancial holding company (FHC),
a domestic bank holding company (BHC) must
file a written declaration with the appropriate
Federal Reserve Bank. This declaration should
contain the following information:

1. A statement that the BHC elects to be an
FHC.

2. The name and head-office address of the
company and each depository institution con-
trolled by the company. For purposes of the
election process for both domestic BHCs and
foreign banks, the use of the term *‘ deposi-
tory ingtitution” here means any national
bank, state-chartered bank, federal branch of
a foreign bank, insured branch of a foreign
bank, savings association, savings bank, and
industrial bank. It also includes any trust
company that engages in the business of
receiving deposits other than trust funds. See
12 U.S.C. 1813. A depository institution does
not have to have FDIC insurance.

3. A certification that all depository institutions
controlled by the company are well capital-
ized as of the date the company files its
election.

4. The capital ratiosfor all relevant capital mea-
sures (as defined in section 38 of the Federal
Deposit Insurance Act) as of the close of the
previous quarter for each depository institu-
tion controlled by the company on the date
the company files its election.

5. A certification that all depository institutions
controlled by the company are well managed
as of the date the company files its election.
A depository institution is well managed if,
at its most recent examination or subsequent
review by the ingtitution’s appropriate fed-
eral banking agency, the institution received
(1) at least a satisfactory composite rating,
and (2) at least a satisfactory rating for man-
agement and for compliance, if such arating
is given. In the case of a depository institu-
tion that has not received an examination
rating, the Board may determine, after a
review of managerial and other resources of
the depository institution and after consult-
ing with the depository institution’ s appropri-
ate federal banking agency, that the deposi-
tory ingtitution is well managed. In addition,
a depository institution that results from the
merger of two or more depository institu-
tions that are well managed will be consid-
ered to be well managed unless the Board
determines otherwise after consulting with
the appropriate federal banking agency for

each depository institution involved in the
merger.

The Gramm-Leach-Bliley Act (the GLB Act)
aso requiresthat all the insured depository insti-
tutions controlled by the company at the time of
the election must be rated satisfactory or better
under the Community Reinvestment Act (CRA).
When determining whether the insured deposi-
tory ingtitutions controlled by a BHC meet the
CRA requirement, the Federal Reserve may
exclude an institution that was acquired during
the 12 months preceding the date the company
filed its declaration. Thisis provided that (1) the
company has submitted the depository institu-
tion’s affirmative correction plan to the appro-
priate federal banking agency, and (2) the agency
has accepted the plan.

The BHC must file its declaration with the
appropriate responsible Reserve Bank. The Fed-
era Reserve has 30 days in which to inform the
domestic BHC whether its declaration isineffec-
tive. The date the Reserve Bank receives the
declaration should be considered the first day of
the 30-day period. Generally, a declaration to
become an FHC will be deemed effective on the
thirty-first day after the date the responsible
Reserve Bank received it, unless the Board noti-
fies the bank holding company before that time
that the election is ineffective. The Board or the
Federa Reserve Bank also may notify a com-
pany in writing that its election to become an
FHC iseffective before the 30-day review period
expires. When its election becomes effective, an
FHC may engage in the expanded financia
activities available to such companies. If, how-
ever, the Board has timely notified a BHC that
its declaration is ineffective, the BHC will not
be considered an FHC and may not begin to
engage in any expanded activities. Within three
business days after receiving a declaration, it is
expected that the Reserve Bank will send an
acknowledgment letter to the domestic BHC
indicating the date on which it received the
declaration and the date the 30-day review period
expires.

The GLB Act requires that an FHC that
engagesin an activity, or that acquires control or
shares of a company engaged in an activity,
under section 4(k) of the BHC Act provide
written notice to the appropriate Reserve Bank
within 30 calendar days after commencing the
activities or the acquisition. The naotice should
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describe the activities commenced, or identify
the name of the company acquired and describe
its activities.

In most cases, an FHC may, without provid-
ing prior notice to or obtaining prior approval
from the Board, conduct an activity that isfinan-
cia in nature or incidental to afinancial activity
(afinancial activity). See section 225.85(a)(1) of
Regulation Y. An FHC may conduct a financial
activity by engaging directly in the activity or
by acquiring and retaining the shares of any
company that is engaged exclusively in one or
more financia activities. An FHC may conduct
a financial activity at any location inside or
outside of the United States, subject to the laws
of the jurisdiction in which the activity is
conducted.

An FHC may control or acquire more than
5 percent of the voting shares of a company that
is not engaged exclusively in financial activities
that are permissible for an FHC. See section
225.85(8)(2) and (3) of Regulation Y. An FHC
may acquire control or shares of a company
that, in addition to financial activities, engages
in other activities permissible for the acquiring
FHC. In this case, the FHC must comply with
any approval, notice, or other requirement that
governs the other activities. Acquisitions of a
company engaged in some impermissible activi-
ties are alowed, in keeping with the Board's
prior practice on BHC acquisitions of compa-
nies that were not engaged exclusively in activi-
ties that were permissible for BHCs.

The acquisition of a company with limited
impermissible activities must meet three
requirements. First, the acquired company must
be engaged substantially in financial activities
and other activities permissible for the FHC.
The management of an FHC should consult
with the Board if it is uncertain about whether
a proposed acquisition meets this standard. Sec-
ond, inthepost-commencement acquisition notice
to the Board, the FHC must commit to terminate
or divest the impermissible activities, and the
company must compl ete the divestiture or termi-
nation within two years of the acquisition.
Finally, after being acquired by an FHC, the
company engaged in impermissible activities
may not engagein or acquire acompany engaged
in any activity that is not permissible for the
FHC.

Two circumstances are identified under sec-
tion 225.85(c) of Regulation Y in which Board
approval is gtill required to engage in financial
activities. First, prior approval in accordance
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with section 4(j) of the BHC Act and section
225.24 of Regulation Y is required to acquire
more than 5 percent of the shares or control of a
savings association.® Second, the Board may, in
the exercise of its supervisory authority, require
an FHC to provide it with prior notice or obtain
prior Board approval if circumstances warrant.

An FHC must provide the Board with a post-
commencement notice in writing within 30 cal-
endar days to engage in a financial activity
under section 4(k)(4). This requirement also
applies to an activity that the FHC may engage
in under section 4(c)(8) of the BHC Act that is
incorporated under section 4(k) of theact. Unless
otherwise notified by the Board, the FHC may
then conduct the activity subject to the limita-
tions set forth in section 4(k)(4), section 225.86
of Regulation Y, and any other applicable laws.

There are two circumstances in which notice
to the Board is not required in order to engagein
an activity (see section 225.87(b) of Regulation
Y): (1) when an FHC acquires shares of a com-
pany without acquiring control of the company,
or (2) when an FHC is engaged in securities
underwriting, dealing, or market-making activi-
ties described in section 4(k)(4)(E), merchant
banking investment activities conducted pursu-
ant to section 4(k)(4)(H), or insurance company
investment activities conducted pursuant to sec-
tion 4(k)(4)(I) of the BHC Act, and has pro-
vided the System with the appropriate notice
regarding the relevant activity. Under those cir-
cumstances, such FHC that engages in such
securities activities or that makes such merchant
banking investments or insurance company
investments must provide written notice to the
Board within 30 days after acquiring more than
5 percent of any company at a cost that exceeds
5 percent of tier 1 capital or $200 million,
whichever isless.

3901.0.1 SUPERVISORY CONCERNS

In someinstances, a U.S. BHC or aforeign bank
may meet the statutory requirements to be an
FHC, but its capital strength and managerial
resources are less than satisfactory on a consoli-
dated basis. In such a situation, the Federa
Reserve may have supervisory concerns about
the consolidated entity although it technically
qualifies as an FHC. The Federal Reserve may,
intheexerciseof itssupervisory authority, restrict

1. The GLB Act did not change in any way the require-
ment that a company receive prior Board approval under
section 3 of the BHC Act before acquiring shares or control of
abank.
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or limit the conduct of new activities or future
acquisitions of an FHC, or take other appropri-
ate action, if it finds that the FHC does not have
the financial or managerial resources to conduct
the activity or make the acquisition. This super-
visory action could be based, for example, on a

determination that the company does not have
adequate capital or risk-management systems to
conduct a specific activity in a safe and sound
manner and may involve the issuance of cease-
and-desist orders, the execution of written agree-
ments, or other appropriate supervisory action.

3901.0.2 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws Regulations?  Interpretations:  Orders
BHCs and foreign banks that qualify 1843
as FHCs can engage in financia
activities and those incidental thereto
Definition of an FHC 22581 4-056
Election to become an FHC 225.82 4-056.1
Conseguences of the failure to main- 225.84
tain at least a satisfactory CRA rating
Notices or approvals for FHCs to 225.85
engage in financial activities
Activities permissible for FHCs 228.86
Post-commencement notice for FHC 225.87
to engage in afinancial activity
Board determination that an FHC 225.88
activity is financia in nature or inci-
dental thereto
Board approval for an FHC to engage 225.89

in an activity that is complementary to
afinancial activity

1. 12 U.S.C,, unless specifically stated otherwise.
2. 12 C.FR,, unless specifically stated otherwise.

3. Federal Reserve Regulatory Service reference.
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Companies (Section 4(k) of the BHC Act)

Section 3903.0

3903.0.1 FINANCIAL HOLDING
COMPANY QUALIFICATION
REQUIREMENTS FOR FOREIGN
BANKS

A foreign bank whose only U.S. banking pres-
ence is through the ownership or control of a
U.S. bank must comply with the same require-
ments as banks owned or controlled by a domes-
tic BHC.1 If a foreign bank does not own a
subsidiary bank in the United States, but instead
operates through a branch, agency, or commer-
cia lending company located in the United
States, the foreign bank (and any company that
controls the foreign bank) is subject to the BHC
Act as if the foreign bank or company were a
BHC. Such foreign banks may, like U.S. BHCs,
elect to be treated as financial holding compa-
nies (FHCs) and thus be able to engage in
authorized financial activities under the Gramm-
Leach-Bliley Act (the GLB Act). Electing for-
eign banks must meet the *‘well-capitalized”
and “well-managed” standards applicable to
U.S. depository intitutions, and any U.S. branches
of the foreign bank that are FDIC insured must
berated ““ satisfactory” or better under the Com-
munity Reinvestment Act (CRA).

For aforeign bank or any company that owns
a foreign bank to be treated as an FHC, the
Board must find that the foreign bank or com-
pany meets the applicable standards for ““well
capitalized” and ““well managed” in accordance
with capital and management standards that are
comparable to those required of U.S. banks.2
See Regulation Y, section 225.90.

Foreign banks that operate in the United
States only through U.S. branches, agencies, or
commercia lending subsidiaries must provide
items 1 through 5 below. Foreign banks that
operateintheUnited Statesthrough U.S. branches,
agencies, or commercial lending companies and
through U.S. subsidiary banks must only pro-
vide items 2 through 5 below, but must also
provide the items provided by domestic BHCs.

1. astatement that the foreign bank or company
elects to be treated as an FHC

2. the risk-based and leverage capital ratios of
the foreign bank as of the close of the most

1. The only issue is whether the foreign bank owns or
controls the U.S. banks.

2. Under the GLB Act, the Board must apply capital and
management standards that are comparable to those applied to
domestic institutions to foreign banking organizations that
elect to become FHCs, giving due regard to the principle of
national treatment and equality of competitive opportunity.

recent quarter and as of the close of the most
recent audited reporting period

3. acertification that the foreign bank meets the
standards to be well capitalized set out in
section 225.90(b)(1)(i),(ii), and (iii) or sec-
tion 225.90(b)(2) of Regulation Y, as of the
date the foreign bank or company files its
election

4. a certification that the foreign bank is well
managed as defined in section 225.90(c) of
Regulation Y, as of the date the foreign bank
or company filesits election

5. acertification that all U.S. depository institu-
tions controlled by the foreign bank or com-
pany (including thrifts and nonbank trust
companies) are well capitalized and well
managed as of the date the foreign bank or
company filesits election

The well-capitalized and well-managed tests
apply to each foreign bank that has U.S. opera-
tions in the form of a branch, agency, or com-
mercia lending company subsidiary and that is
part of a foreign banking organization seeking
certification as an FHC.

For those foreign banks whose home-country
supervisors have adopted risk-based capital stan-
dards consistent with the Basel Accord, their
tier 1 and total risk-based capital ratios, as calcu-
lated under the home-country standard, must be
at least 6 percent and 10 percent, respectively.
In addition, the foreign bank’s ratio of tier 1
capital to tota assets (the leverage ratio) must
be at least 3 percent.® The Board will determine
the comparability of the foreign bank’s capital.
For those foreign banks whose home-country
supervisors have not adopted the Basel Accord
and any other foreign banking organizations that
otherwise do not meet the capital standards
noted above, the foreign bank may be consid-
ered well capitalized by obtaining from the
Board a prior determination that its capita is
otherwise comparable to the capital that would
be required of a U.S. banking organization in
order to become an FHC.

A foreign bank will be considered well man-
aged if—

3. The Board has requested comment from the public on
the imposition of a leverage ratio requirement for foreign
banks.
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1. each of the U.S. banking offices (depository
institutions, branches, agencies, and commer-
cia lending subsidiaries) of the foreign bank
has received at least a satisfactory composite
rating at its most recent examination;

2. the home-country supervisor of the foreign
bank considers the overall operations of the
foreign bank to be satisfactory or better; and

3. the Board determines that the management
of the foreign bank meets standards compa-
rable to those reguired of a U.S. bank owned
by an FHC.

In determining whether a foreign bank is well
capitalized on a basis comparable to the stan-
dards applicable under the Basel Accord, the
Board may consider factors such as the compo-
sition of its capital, accounting standards, long-
term debt ratings, reliance on government sup-
port to meet capital requirements, the extent to
which the foreign bank is subject to comprehen-
sive consolidated supervision, and other factors
that may affect the analysis of capital and man-
agement. Other factors could include asset qual-
ity and earnings performance. The home-
country supervisor of the foreign bank also will
be consulted as appropriate. The Board expects
that most foreign banks that elect to be treated
as financia holding companies will be subject
to comprehensive consolidated supervision. An
election by a foreign bank that is not subject to
comprehensive consolidated supervision will
receive amore detailed review.

Asin the case of domestic BHCs, all the U.S.
insured depository institutions controlled by the
foreign bank or company must be rated satisfac-
tory or better under the CRA. In addition, if the
foreign bank operates aU.S. branch that is FDIC
insured, the branch must be rated satisfactory or
better under the CRA.

Before filing a formal declaration to become
an FHC, a foreign bank may choose to use a
pre-clearance process provided by section
225.91(c) of Regulation Y, in which it files a
request for review of its qudifications to be
treated as an FHC. The Board will try to make a
determination on such requests within 30 days
of receipt.

An election by a foreign bank or company to
be treated as an FHC will become effective on
the thirty-first day after the date that an election
was received by the appropriate Reserve Bank,
unless the Board notifies the foreign bank or
company before that time that the election is
ineffective or the period for the Board' s determi-
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nation is extended with the consent of the for-
eign bank or company making the election. The
date the Federal Reserve Bank receives the dec-
laration should be considered the first day of the
30-day review period. The Board or the Reserve
Bank also may notify a foreign bank or com-
pany in writing that its election to become an
FHC iseffective before the 30-day review period
expires.

A foreign bank or company should file the
declaration (or pre-clearance reguest) with the
responsible Reserve Bank. Within three busi-
nessdaysafter receivingadeclaration, theReserve
Bank will generally send an acknowledgment
letter indicating the date on which it received
the declaration and that the declaration will not
be deemed effective until the thirty-first day
after the declaration was received or the Federal
Reserve notifies the foreign bank or company
that it meets the applicable standards. It is not
necessary to send acknowledgment letters for a
pre-clearance request.

As noted above, a determination must be
made that a foreign bank is well capitalized and
well managed in accordance with comparable
capital and management standards. Given the
additional factors that may need to be consid-
ered in this determination, Board applications
staff will smultaneously review all declarations
and pre-clearancerequestsfiled by foreign banks.

If the election is determined to be effective,
the foreign bank or company may engage in the
financia activities available to financia holding
companies. The GLB Act requires that an FHC
that engages in an activity, or that acquires
control or shares of a company engaged in an
activity, under section 4(k) of the Bank Holding
Company Act provide written notice to the
appropriate Reserve Bank within 30 calendar
days after commencing the activities or acquisi-
tion. The notice should describe the activity
commenced, or identify the name of the com-
pany acquired and describe its activities.

3903.0.2 FOREIGN BANK FAILSTO
CONTINUE MEETING FHC CAPITAL
AND MANAGEMENT
REQUIREMENTS

If a foreign bank or company has made an
effective election, or if any U.S. depository insti-
tution owned or controlled by a foreign bank or
company ceases to be well capitalized or well
managed, the foreign bank or company must
execute an agreement acceptable to the Federal
Reserve Board to comply with all applicable
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capital and management requirements within 45
days after the Board notifies the foreign bank or
company that it is not in compliance. See sec-
tion 225.93 of Regulation Y. At the request of
the foreign bank or company (stating why an
extension is necessary), the 45-day period may
be extended by the Board. In the compliance
agreement, the Board may impose limitations or
conditions on the U.S. activities of the foreign
bank or company during any period of noncom-
pliance. Section 225.93 & so sets forth the conse-
guences of failing to correct the noncompliance
within a period of 180 days. Such consequences
may include termination of the foreign bank’s
U.S. branches and agencies and divestiture of its
commercial lending company subsidiaries, or
ceasing to engage in all activities not permitted
for a foreign bank under sections 2(h) and 4(c)
of the BHC Act.

3903.0.3 INSURED BRANCH FAILS
TO MAINTAIN A SATISFACTORY OR
BETTER CRA RATING

When an insured branch fails to maintain a
satisfactory or better CRA rating, section 225.94
of Regulation Y applies the consequential provi-
sions of section 225.84, with appropriate modi-
fications, to a foreign bank that operates an
insured branch and to its parent, when it is
treated as afinancial holding company. For these
purposes, the insured branch is treated as an
“insured depository ingtitution.” An FHC is
thus prohibited by the Board from engaging in
any additional activity or acquiring control of a
company engaged in activities under section
4(k) or 4(n) of the BHC Act. See section 225.84
of Regulation Y.

3903.0.4 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws: Regulations? Interpretations:  Orders
BHCs and foreign banks that qualify  1841(h)
as FHCs can engage in financia 1843(c)
activities and those incidental thereto
Election of a foreign bank to become 225.91 4-057.2
an FHC
How elections by foreign banks to be 225.92 4-057.3
an FHC become effective
Foreign bank fails to satisfy capita 225.93 4-057.4
and management requirements
Foreign branch fails to retain a satis- 225.94 4-057.7
factory CRA rating 225.84 4-056.5

1. 12 U.S.C,, unless specificaly stated otherwise.
2. 12 C.FR,, unless specifically stated otherwise.

3. Federal Reserve Regulatory Service reference.
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Permissible Activities for FHCs
(Section 4(k) of the BHC Act)

Section 3905.0

The Gramm-Leach-Bliley Act (GLB Act)
amended the BHC Act to allow a BHC or for-
eign bank that qualifies as a financial holding
company (FHC) to engage in a broad range of
activities that the GLB Act defines as *“financial
in nature.” These activities include any activity
that the Board determined to be closely related
to banking under section 4(c)(8) of the BHC Act
by a regulation or order that was in effect on
November 12, 1999. Section 225.86(a)(1) of
Regulation Y cross-references the long-standing
“laundry list” of nonbanking activities (at sec-
tion 225.28(b)) permissible by regulation for
BHCs. Section 225.28(a8)(2) lists nonbanking
activities approved for BHCs by Board order as
of November 12, 1999.1 All activities in which
an FHC may engage in pursuant to section
225.86(2) must be conducted subject to the
terms and conditions in Regulation Y and in the
Board orders authorizing those activities.
Section 4(k)(4)(G) of theBHC Act also defines
“financial in nature” asany activity (1) inwhich
a BHC may engage outside the United States,
and (2) that the Board has determined, by regu-
lation or interpretations issued under section
(4)(c)(13) of the BHC Act that were in effect on
November 11, 1999, to be usual in conducting
banking or other financial services abroad. Sec-
tion 225.86(b) lists three activities that the Board
has found to be usua in connection with the
transaction of banking or other financial opera-
tions abroad? in addition to the activities permis-
sible under section 225.28(b) of Regulation 'Y or
included on the statutory list of financial activi-
tiesin the GLB Act. The activities are providing
management consulting services, operating a
travel agency; and organizing, sponsoring, and
managing a mutual fund. The conduct of each
activity has certain prescribed limitations. Man-
agement consulting services must be advisory
and not allow the FHC to control the person to
whom the services are provided. Such services,
however, may be offered to any person on nonfi-
nancial matters. An FHC also may operate a
travel agency in connection with financial ser-
vices offered by the FHC or others. Finaly, a
mutua fund organized, sponsored, or managed
by an FHC may not exercise manageria control
over the companies in which the fund invests,

1. Section 20 company activities are not included in this
list. Section 4(k)(4)(E) of the BHC Act authorizes FHCs to
engage in securities underwriting, dealing, and market-making
activities in a broader form than was previously authorized by
Board order.

2. Seesection211.5(d) of RegulationK (12 C.F.R. 211.5(d)).

and the FHC must reduce its ownership of the
fund, if any, to less than 25 percent of the equity
of the fund within one year (or such additional
period as the Board permits) of sponsoring the
fund.

The activities that a BHC is authorized to
engage in outside the United States under sec-
tion 211.5(d) of Regulation K have been either
(1) authorized for FHCs in a broader form by
the GLB Act (for example, underwriting, dis-
tributing, and dealing in securities and under-
writing various types of insurance) or (2) autho-
rized in the same or abroader form in Regulation
Y (for example, data processing activities; rea
and personal property leasing; and acting as
agent, broker, or adviser in leasing property).
Section 4(k)(4)(G) of the BHC Act and section
225.86 of Regulation Y only authorize FHCs to
engage in the activities that are listed in section
211.5(d) of Regulation K, as interpreted by the
Board. The Board has also approved activities
foundinindividual ordersunder section 4(c)(13).

The remaining activities authorized by sec-
tion 4(k)(4) of the BHC Act are those activities
that are defined to be “financial in nature”
under section 4(k)(4)(A) through (E), (H), and
(1. See section 225.86(c) of Regulation Y. Those
activities include activities that the Board has
previoudly determined to be impermissible for
bank holding companies, such as acting as prin-
cipal, agent, or broker for purposes of insuring,
guaranteeing, or indemnifying against loss, harm,
damage, illness, disability, or death, and issuing
annuity products. Permissible insurance activi-
ties as principal include reinsuring insurance
products. An FHC acting under that section may
conduct insurance activities without regard to
therestrictionsontheinsuranceactivitiesimposed
on BHCs under section 4(c)(8).
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3905.0.1 ACTIVITIES THAT ARE PERMISSIBLE FOR FHCs UNDER SECTION

225.86(a) OF REGULATION Y

Manual
Section
Activities That Are Financial in Nature or That Are Incidental to a Financial Activity: 3600.
1. Nonbanking activities listed in section 225.28(b) of Regulation Y that have been
determined to be so closely related to banking so as to be a proper incident thereto
(see section 3000.0.2).
2. Any nonbanking activity that the Board has determined by order (those in effect on
November 12, 1999) to be closely related to banking as to be a proper incident
thereto. The activities are—
a. providing administrative and other services to mutual funds; 27
b. owning shares of a securities exchange; 6
c. acting as a certification authority for digital signatures; 7
d. providing employment histories to third parties for use in making credit 29
decisions and to depository ingtitutions and their affiliates for usein the
ordinary course of business;
e. check-cashing and wire-transmission services;
f. in connection with offering banking services, providing notary public services, 25
selling postage stamps and postage-paid envelopes, providing vehicle-
registration services, and selling public-transportation tickets and tokens; and
g. real estate title abstracting. 30

3905.0.2 SECURITIES
UNDERWRITING, DEALING, AND
MARKET-MAKING ACTIVITIES

The GLB Act also authorizes securities under-
writing, dealing, and market making without
regard to whether such securities may be sold
by a bank. This activity includes underwriting
or distributing shares of open-end investment
companiescommonly referredtoasmutual funds.

Securities underwriting activities conducted
under section 4(k)(4)(E) may be conducted with-
out regard to the 25 percent revenue limitation
that is applicable to section 20 nonbank subsidi-
aries of BHCs engaged in securities underwrit-
ing and dealing, as authorized by Board order
under section 4(c)(8). In addition, dealing may
be done without regard to the 5 percent limita-
tion on ownership of voting securities.

The operating standards applicable to section
20 companies do not apply to FHCs that engage
in securities underwriting, dealing, and market
making under section 4(k)(4)(E) of the BHC
Act with two exceptions. First, intraday exten-
sions of credit to a securities firm from an
affiliated bank or thrift or U.S. branch or agency
of a foreign bank must be on market terms
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consistent with section 23B of theFederal Reserve
Act (FRA). Second, the limitations of sections
23A and 23B of the FRA apply to covered
transactions between a U.S. branch or agency of
aforeign bank and a U.S. securities effiliate. The
operating standards and revenue limit continue
to apply to BHCs that are not FHCs and to
FHCs that continue to conduct securities activi-
ties pursuant to section 4(c)(8) of the BHC Act.
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3905.0.3 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS
Subject Laws: Regulations? Interpretations:  Orders
BHCs and foreign banks that qualify =~ 1843
as FHC can engage in financia
activities and those incidental thereto
Activities permissible for an FHC 225.86
Notice requirement for FHCs engag- 225.87
ing in afinancial activity
Requests for Board to determine 225.88
whether anactivity isfinancial innature
or incidental to afinancial activity
Reguest to engage in an activity that 225.89
is complementary to a financia
activity
1. 12 U.S.C., unless specificaly stated otherwise. 3. Federal Reserve Regulatory Service reference.
2. 12 C.FR,, unless specificaly stated otherwise.
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